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Preface

Regional groupings aimed at political community-building have become an
important element for political, economic and cultural autonomy across the
globe, often using the experience of the European Union as a source of inspi-
ration. Against this background, the bi-regional project “Sustainable regional
integration in West Africa and Europe” - a co-operation between the West Africa
Institute (WAI) in Praia, Cape Verde, and the Center for European Integration
Studies (ZEI) in Bonn, Germany - analyzes problems and factors of regional
integration in West Africa, taking the European experience into account. This
unique bi-regional research project is funded by the German Federal Ministry of
Education and Research (BMBF).

Between 2012 and 2016, the cooperation between WAI and ZEI brings European
and West African scholars of different backgrounds together for the first time in
order to analyze the challenge of sustainable regional integration from various
perspectives. The project is structured into three interrelated research areas:
(a) regional integration and policy formulation processes; (b) economic integra-
tion and regional trade; and (c) institutional capacity development for regional
integration. Researchers and experts from West Africa and Europe jointly
analyze and discuss their perspectives, share methodologies and content, thus
contributing to a new bi-regional scientific network that supports the partnership
between Africa and Europe.

This anthology presents the results of intensive study group discussions in
research area (b) during meetings in Praia, Cape Verde, in October 2012, and in
Bonn, Germany, in March 2013. Overcoming the barriers of language, distance
and scholarly perspectives, the authors have leveraged their knowledge and
outstanding expertise in order to compare and synergize on the opportunities
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for economic integration and regional trade, as well as the lessons learnt by the
European experience of a common currency. We hope that the results of this
hard work will stimulate further discussions among other researchers, govern-
ment stakeholders and practitioners involved in processes of sustainable and
effective regional integration in West Africa and in Europe.

Prof. Dr. Ludger Kihnhardt Prof. Dr. Djénéba Traoré
ZEI Director WAI General Director

Bonn/Praia, August 2013
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Introduction

Both, the member states of the European Union (EU) and the member states of
the Economic Community of West African States (ECOWAS) initially began their
cooperation with the aim of enhancing regional trade. Since their foundation, both
regional organizations have worked towards a customs union in order to benefit
from, as economic theory assumes, combined prosperity. The assumed benefits
of which include economies of scale and facilitating access to existing resources
and infrastructure, with the overall aim of stimulating economic growth. As
economic integration increases the weight and significance of regional markets,
it is also considered a tool for improving the position of member states in the
global economy, with monetary union being a further stepping stone on the way
to enhanced economic coherence and harmonization.

In this context, the European integration process can be seen as a source of
inspiration and as a potential role model for regional integration around the
world and, more particularly, the West African region. Nevertheless, both sides
are confronted with different problems in regard to their respective level of inte-
gration: While the EU is economically and monetarily united, it is dealing with
current imbalances and potential spill-overs effects resulting from advanced
financial integration. ECOWAS, on the other hand, struggles with low levels of
intra-regional trade, external dependencies and the continuing goal of establi-
shing a region-wide common currency.

With current crises in the Euro zone marking a watershed moment for global
economic and regional development, focus has shifted away from de-regula-
tive liberalization policies, towards expected protectionism against global fiscal
downturns and improving economic and fiscal governance structures. While
the institutional set-up of regional organizations, in principle, offer opportunities
to manage and solve these problems, vested national interests which can lead
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to long decision-making procedures and avoidance of policy implementation
remain. In West Africa, further key challenges are the different operating modes
and institutional overlaps between the two main regional institutions ECOWAS
and the West African Economic and Monetary Union (WAEMU).

In the quest, for a more systematic approach towards current questions of African
economic cooperation and integration and the need for targeted capacity deve-
lopment and knowledge dissemination to practitioners and the wider public, that
the West Africa Institute (WAI) in Praia, Cape Verde, has been launched. WAl is
the first research institute of its kind that offers academic analysis of processes
and institutions, concrete policy advice and the dissemination of knowledge and
information about regional integration processes in West Africa. It was founded
in 2008 with the significant encouragement of the West African regional inte-
gration groupings ECOWAS and WAEMU, the ECOBANK, UNESCO and the
government of Cape Verde.

Since then, the Center for European Integration Studies (ZEI) and the West
Africa Institute have developed an ever closer partnership, resulting in a multila-
teral research and consulting project funded by the Federal Ministry of Education
and Research (BMBF) over the period 2012-2016. The project “Sustainable
Regional Integration in West Africa” reflects the special focus of the German
federal government on the internationalization of science and research and
promoting new and innovative forms of research cooperation between German
institutions and partners in developing countries, especially in Africa.

Within this framework, the thematic outline of this WAI-ZEI anthology deals with
three of the most important questions regarding economic and monetary integ-
ration in West Africa and which are also focal areas of the respective WAI-ZEI
study group in economics:

* How can regional integration schemes contribute to enhance regional
trade and the integration of the West African region into the global
economy?

»  What are the effects of monetary integration and how can synergies be
created?

» To what extent can experiences of other regions be helpful in this process
and how can Europe benefit from the perspectives of other regional inte-
gration schemes?
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The topics of regional trade and monetary integration were chosen to begin with
as they mark the basis and core elements of regional integration processes
worldwide; second both subjects are highly relevant for the recent political
agendas in West Africa and Europe, and thirdly because their intrinsic intercon-
nectedness makes a joint analysis even more necessary.

Specifically, the respective authors focus on the following:

The first article by Prof. George Owusu, University of Ghana, gives an overview
of the structural characteristics of West African markets, as well as recent trends
in their macroeconomic development. Using data from the World Bank’s World
Development Indicators, he compares intra-regional trade patterns to external
trading partners, analyzes the effects of Breton woods policies and gives
practical recommendations to increase trade within the ECOWAS economic
bloc.

In a similar context, Sanoussi Bilal analyzes the European influence on
regional integration processes in West Africa, comparing it with other external
factors such as pan-African dynamics and emerging players. Bilal, the Head of
Economic Governance, Trade and Regional Integration Unit at the European
Centre for Development Policy Management in Brussels, Belgium, also reflects
on the EU’s economic partnership agreements (EPAs) as a comprehensive set
of reform dynamics for regional integration.

Philippe De Lombaerde, Associate Director at the United Nations University in
Bruges, Belgium, Professor Lelio lapadre and Lecturer Giovanni Mastronardi,
both from the University of L'Aquila, significantly add to this research by presen-
ting a thorough overview of statistical indicators and models to measure the
degree of trade regionalization. Applying these methods to the specific cases of
ECOWAS and WAEMU, they draw important conclusions regarding the effect of
trade openness and distance-related barriers on regional economic integration
in West Africa.

Building the bridge from trade to financial analysis, Professor Volker Nitsch from
the Technical University of Darmstadt analyzes the effects of monetary integra-
tion on trade. Whereas most literature in this regard focuses on overall effects,
he uses pairs of countries, for his gravity-type regressions, in order to examine
whether the adoption of a common currency is likely to foster economic integ-
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ration among member countries or if the elimination of exchange rate flexibility
rather leads to bilateral trade imbalances.

In a concise review of the consensus literature, on whether joining a monetary
union is the appropriate monetary and exchange rate regime for a specific
country, Professor Simona Beretta, Catholic University of Sacred Heart in Milan,
shows how the current “Euro crisis” illustrates the inherent weaknesses of the
institutional design of the Economic and Monetary Union (EMU). Underlining
the importance of non-material conditions and furthering political integration
in times of deep financial uncertainty, she makes a plea for ‘incomplete’ but
resilient institutional architectures.

Further drawing from the European experiences of monetary integration,
Terhemba Ambe-Uva, Professor at the National Open University of Nigeria,
contributes a more specialized perspective regarding the option of a common
currency for the entire West African region. This could, for example, be done
by introducing a common currency in non-WAEMU countries and consequently
joining it with the WAEMU zone’s CFA Franc into a region-wide currency, the
Eco.

The final article of Dr. Paulina Mendes, Permanent Researcher at the National
Institute for Research and Analysis (INEP) in Bissau analyzes the experience
of Guinea-Bissau’s integration into WAEMU. The article highlights not only the
effects of integration on macroeconomic stabilization but also on socio-economic
developments and cultural convergence. Furthermore, she investigates which
lessons the Euro zone could draw from WAEMU'’s experience.

The WAI-ZEI anthology at hand, reveals the magnitude of existing obstacles
and the number of open questions which remain, in regard to economic and
monetary integration. Demonstrating, that in order to provide a sound basis for
concrete policy advice, further academic analysis is needed. This collection is
intended to inspire further research and policy reflection in order to enhance the
knowledge-base of sustainable regional integration.
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Factors Shaping Economic Integration and
Regional Trade in West Africa

Introduction

After many years of efforts to promote economic integration and regional trade,
countries of the West African economic bloc still remain surprisingly isolated
from each other. The attention paid in the past on talks and seminars aiming
to deepen harmonization of administrative rules and regulations for effective
integration appear to have achieved very little. Most of member countries
of the region still have their umbilical cord tied tightly to the womb of their
colonial masters. This situation has been compounded by the recent influence
of new global players such as Brazil, Russia, India, China and South Africa
(BRICS). In addition, similarities in export commodities and overreliance on the
Bretton Wood institutions for economic relief and global regulations on trade,
have contributed immensely to the external influences currently exerted upon
various attempts to promote free trade and effective integration among member
countries in the region.

Indeed, the prevailing complexities of the international financial markets and
the intricacies of trade regulations conveniently twisted by the various global
economic powers, call for an urgent attention towards effective integration
among countries in West Africa. Foroutan (1992) observed factors such as
structural characteristics of the economies, the pursuit of import-substitution
policies and the uneven distribution of costs and benefits of integration arising
from economic differences, as the main reasons why effective integration in
sub-Saharan Africa (SSA) has almost remained a mirage. He adds that despite
a renewed interest in regionalism in the world, it remains unlikely that regional
integration as pursued in Sub-Saharan Africa so far will succeed any more in
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the future (Foroutan 1992, p. ii). Years after these observations and predictions,
countries in the region are still struggling to achieve any meaningful trade inte-
gration.

While Foroutan’s (1992) concerns remain formidable obstacles, the colonial
geographical boundaries between countries appears to have deepened in
recent times, due to widespread political unrest and unbridled colonial ties.
The current political situation in Cote d’lvoire and Mali, and the involvement of
France is a clear illustration of how the political space in the region is controlled
by outside forces. In the areas of trade and economic management, the less
the influence of the western institutions such as WTO, IMF and the World Bank,
the better!

In spite of these seemingly insurmountable challenges, free trade and effective
regional integration in West Africa remains an integral part of the current efforts
towards achieving socio-economic development in the region. Not for nothing,
is open regionalism viewed among scholars as a sensible response to the
ongoing turbulent and asymmetric process of economic globalization (Ansah-
Koi and Boafo-Arthur 1995; Machinea and Rozenwurcel 2005). It is therefore
time the member countries rekindle their resolve for the old agenda towards
achieving effective economic integration (Ansah-Koi and Boafo-Arthur 1995).

Using selected data from the recent World Bank’s World Development Indi-
cators (2012 Edition), this paper examines external influences on economic
integration and regional trade in West Africa. It starts with a brief historical
account of the economic blocs in West Africa, followed by a discussion of struc-
tural characteristics of the countries in the region. The paper analyzes trends
of important macroeconomic variables, in order to explain external influences
on economic integration and regional trade in West Africa. It concludes with
possible means to overcome the relatively low levels of intra-regional trade
within the ECOWAS economic bloc.

Economic Blocs in West Africa
The Economic Community of West African States (ECOWAS), which was

founded on 28th May 1975, is the main economic bloc in West Africa. It is made
up of fifteen West African countries, namely: Benin, Burkina Faso, Cape Verde,
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Céte d’lvoire, The Gambia, Ghana, Guinea, Guinea Bissau, Liberia, Mali, Niger,
Nigeria, Senegal, Sierra Leone and Togo. As one of the pillars of the African
Economic Community, it has been primarily tasked to achieve collective self-
sufficiency for its member states, by creating a single large trading bloc through
an economic and trading union. Outside of peace-keeping missions in the
region, which usually reminds the people in the sub-region of the existence of
ECOWAS, ECOWAS has achieved very little.

Considering the difficulties in penetrating the markets of the countries of the
North, due to trade barriers, especially non-tariff barriers, the quest for integra-
tion was perceived as one of the best means to attain development objectives
and address globalization issues (Zannou, 2010). Yet, years after its establish-
ment, the ECOWAS Treaty had to be revised in 1993 to reinforce the integration
process. The revised treaty created new entities for monitoring and refereeing
(the Court of Justice and the Parliament) as well as new financial mechanisms
(ECDPM, 2006). The new treaty aimed to ensure the establishment of an
economic and monetary union, with a view to boosting economic growth and
development in West Africa (Diop et al., 2008; Zannou, 2010). This was to be
achieved through the elimination of customs duties on intra-ECOWAS trade
and taxes of similar effects, through establishment of a common external tariff,
harmonizing economic and financial policies, and creating a single monetary
zone.

While much was expected of the 1993 Treaty, its overall achievements have
prompted many to question whether the ECOWAS Treaty needs further
revision. Series of reformations, since the 1993 revision, have failed to make
any meaningful impact. Although ECOWAS has been a free-trade zone since
2000 (ECDPM, 2006), the desire to have effective intra-community trade is yet
to materialize and intra-West African trade remains stunningly low. According to
CEDEAO (2005) and Zannou (2010), the share of intra-community trade to the
total ECOWAS trade volume, is around 12 to 15 percent. This share of intra-
regional trade among ECOWAS countries compares favorably to several other
regional economic communities: 10.7 percent in the case of the West African
Economic and Monetary Union (WAEMU); 12.8 percent (EAC); 7.7 percent in
Southern Africa Development Community (SADC); 16.2 percent for Southern
Common Market (MERCOSUR); 9.6 percent for Caribbean Community
(CARICOM) and; 9.6 percent (ANDEAN). However, intra-regional trade in West
Africa is far below the European Union’s 60.4 percent share of of intra-region

11
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trade in 2003 (Rahman et al., 2006; Zannou, 2010); and about 72 percent in
2009 (Murray, 2011).

Other groups within the ECOWAS bloc include the Mano River Union (MRU),
which was created in 1973. MRU was initially composed of Liberia and Sierra
Leone but now includes Guinea and Céte d’lvoire, which joined in 1980 and
2008 respectively. In 1994, another regional integration initiative, the West
African Economic and Monetary Union (WAEMU) was created in the context of
the devaluation of the CFA franc (Zannou, 2010). WAEMU inherited much of its
institutional framework from the West African Monetary Union (created in 1962)
and the West African Economic Community (created in 1973) (ECDPM, 2006).
WAEMU membership includes seven French-speaking West African countries
from the former CFA zone (Benin, Burkina Faso, Cote D’lvoire, Mali, Niger,
Senegal and Togo) and Guinea Bissau. With its political agenda focused on the
consolidation of its customs union, along with the improvement, convergence
and monitoring of national macroeconomic policies and the elaboration and
implementation of sector policies, the WAEMU is the most advanced regional
integration process in West Africa (ECDPM, 2006).

According to Ngaide (2012), although the WAEMU is exclusively made up of
Francophone countries in West Africa, it represents a deepening of the integra-
tion process in the entire sub-region. He adds that based on its achievements,
in terms of exchange stabilization and the establishment of common and
organized tariff regimes, WAEMU has inspired respect from both domestic and
international donors and has demonstrated that obstacles to sub-regional inte-
gration can be overcome when players focus on the essentials of integration.

Another economic group, the ECOWAS Monetary Cooperation Program
(EMCP), was adopted in 1987 to create a single monetary zone in the sub-
region. As part of efforts to implement the EMCP, the Heads of State of six
ECOWAS countries decided in 2000 to establish a second monetary zone
known as the West African Monetary Zone (WAMZ). The WAMZ is made up of
mostly Anglophone countries of the West African sub-region, namely Nigeria,
Ghana, Sierra Leone, The Gambia, and Liberia plus Guinea, none of which
are members of the WAEMU. These countries account for about 60% of the
population in the ECOWAS sub-region, as well as its GDP. In January 2001, in
order to hasten the realization of WAMZ objectives, , the West African Monetary
Institute (WAMI) was established to commence preparatory work towards the

12
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introduction of a single currency and a common central bank in the WAMZ.
However, persistent failures in achieving convergence criteria outlined for the
introduction of a single currency, for WAMZ zone, have rendered WAMZ very
ineffective to date.

Structural Characteristics of Countries in West Africa

The structural characteristics of countries have been described as one of the
main determinants of open regionalism (Foroutan, 1992). In situations where
countries appear to have similar macroeconomic characteristics, it becomes
very easy for them to financially integrate. However, the difficulty of achieving
free exchange of goods and services among these countries becomes tricky
if they produce the same exportable goods. We discuss in this section some
structural characteristics of countries in West Africa.

Figure 1: Estimated proportion of people living in the various
ECOWAS countries in 2010

d Proportion of the total West African population
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Benin k=l 2.9

Source: World Development Indicators 2012

The size of an economy can explain, to some extent, the benefits it is likely to
attain from integration and free trade. Figure 1 and Appendix 1 illustrate the
size of the economies in terms of proportion of the total number of people living
in West Africa. Out of the estimated 300.7 million people in the sub-region in
the year 2010, almost 53 percent were reported to be living in Nigeria alone.
Ghana, the second largest country in terms of population possessed just about

13
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8 percent. This distribution suggests that Nigeria has the needed market power
to attract foreign investment and possibly parade as a strong force in the globa-
lized economy of powers. Therefore, Nigeria compared to Cape Verde, the least

populated country in the region, might not be in as serious need of a regional
integration.

Figure 2: GDP in current billion US$ (2010)
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Source: World Development Indicators 2012

In terms of Gross Domestic Product (GDP) (see Figure 2 & Appendix 2), Nigeria
still dominates with about $202.5 billion, out of the total regional GDP of $314.6
billion recorded in 2010. This represents 64.4 percent of the region’s GDP,
making Nigeria a potential power to content with other economic powers of
the world. However, per capita GDP as shown in Table 1 suggests that Nigeria
is economically not too powerful. The country’s per capita GDP in 2010 was
the third highest in the region, after that of Cape Verde and Ghana. Therefore
Nigeria is only a low middle income country, with the potential for fast economic
growth through regional economic integration.

14
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Table 1: GDP per capita (current US $)

27730 6560

Source: World Development Indicators 2012

Nevertheless, a general trend across the countries in the sub-region as shown
in Table 1, is the significant growth in GDP per capita (see Alaba, 2012). Across
the region for many countries, growth of GDP per capita has doubled or tripled.
The outliers, in terms of GDP per capita growth are Ghana, Nigeria and Senegal.
In the case of Ghana, GDP per capita rose from about US$260 in 2000 to about
US$1324 in 2010. A similar trend, to some extent, is observed in Nigeria and
Senegal.

A key question to consider, is the extent to which increasing prosperity across
the individual countries facilitates or hinders economic and trade integration,
in the West African sub-region. Arguably, this situation could be described as
a double-edged sword whereby increasing prosperity reinforces the current
condition, or the status quo, in terms of weak trade and economic integration.
As countries find no compelling reason to discontinue or weaken their links
with their current trading partners outside of ECOWAS. On the other hand,
increasing prosperity could accelerate and deepen the process of integration
as economic infrastructure is developed to facilitate further growth — fuelling
regional trade directly or indirectly.

Inflation, a measure of cost of living in a country, is one of the convergence
criteria being adopted by WAMI to measure the degree of uniformity for the
possible adoption of a single currency in the WAMZ and later in the whole West
African sub-region. Table 2 indicates the trend of average inflation in West
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African countries for the period 2000-2010. In broad terms, the Table shows
that the costs of living vary across countries in the region.

Table 2: Average inflation, consumer prices (annual %), 2000 - 2010

Country 2001

Benin

35250

21240

27730 252,20 340.20

Source: World Development Indicators 2012

A striking feature of Table 2 is that average annual inflate rates appear to be
generally low across the Francophone West African countries, compared to the
Anglophone countries of the region. For instance, the average inflation rates
in 2010 were relatively high for Sierra Leone, Nigeria and Ghana (the region’s
three key economic giants). With the exception of Guinea, with annual average
inflation of 15.5 percent, all the other Francophone countries and Guinea-
Bissau have annual inflation rates of less than 3.0 percent in 2010. In addition,
the average inflate rate differences among the Francophone countries are not
too striking compared to the Anglophone countries. This means that while the
cost of living appears to be similar for the countries in Francophone West Africa,
it varies across the Anglophone West African countries. The extent to which this
tendency facilitates or hinders regional integration is a matter yet to be explored.

Integration and free trade among economies is greatly enhanced by the level
of technology available. According to Mussa (2000), technology is one of the
important factors which influence the pattern and pace of economic integration
in its various dimensions. Using the number of internet users per 100 people
as a proxy for technology use, it appears ICT is yet to catch the attention of the
people in the sub-region (see Table 3). However, there seems to be an encou-
raging growing trend in technology use, especially in countries such as Cape
Verde, Nigeria and Senegal, and to a limited extent Ghana and The Gambia.
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Table 3: Number of internet users per 100

ear 2000 H01 2002 X03 2004 2005 2006 2007 2008 paili] 2010
Benin 0.2 04 a7 10 13 i3 b5 18 15 y.a AL
Burkina Faso a1 a2 a2 a4 a4 as ab 08 LIk 11 14
Capeerde i8 7 35 43 5 6.1 6.8 £3 200 50 300
Cote d'lvaire a2 a4 a5 08 a8 10 15 i8 20 3 26
Gambiz, The L] 13 18 4 33 g 52 5.2 83 7.6 g3
Ghana a2 a2 LR 12 17 18 7 38 43 54 &5,
Guinea a1 a2 a4 0.5 15 as a6 08 ik k] 10
Guingz-Biszau a2 03 10 14 18 i3 21 il 14 23 25
Liberiz a0 aa aq L] aa o i 0.6 a5 0.5 in
Mali a1 a2 02 Q3 0.4 a5 a7 0.8 16 i3 27
Niger a0 01 01 a2 0.2 a2 a3 0.4 o7 0.8 08
Nigariz 01 a1 a3 LI 13 35 55 6.8 159 84 4
Senagal a4 10 i0 21 44 45 5.6 7.7 106 145 B0
Sierm Leane a1 0.2 a2 0.2 az 02 a2 a2 o2 a3

Togo 19 28 36 3.7 18 40 43 45 45 51 54
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The role of modern means of communication, such as the internet, as a key faci-
litator of trade across borders cannot be overemphasized. According to Awotwi
and Owusu (2007), the incorporation of web-based internet applications and
other information technologies, combined with processes that implement these
technologies, enhance access to and delivery of information and services to the
public and business enterprises. This brings about improvements in business
operations and thus, facilitates the process of economic growth and poverty
reduction. In principle, weak ICT technology and its use amongst countries of
the West African sub-region, may partly account for the relatively low level of
intra-trade among the countries of the region.

It has been argued that regional trade is facilitated, to a large extent, if countries
in the region produce commodities others in the region do not, but are in need of
(Adenikinju et al. 2002). Figure 3 provides information on the average merchan-
dise exports for the ECOWAS countries for the period 2000-2010. The figure
reveals the overwhelming position of Nigeria as the dominant economy in West
Africa, with average merchandise exports of almost US$47 billion for the period,
2000-2010. This is followed, to a limited extent, by Cape Verde (almost US$20.8
billion), Cote d’lvoire (about US$7.5 billion) and Ghana (US$3.6 billion). Inte-
restingly, petroleum products dominate the exports of the last two countries. In
the case of the average merchandise imports for the region between 2000 and
2010 (see Figure 4), Nigeria dominates with Liberia, Ghana and Cote d’lvoire
following in that order. This renders Nigeria, Cote d’lvoire and Ghana as very
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important agents for trade and economic integration in the sub region, as they

have relatively high levels of both merchandise exports and imports.

Figure 3: Average merchandise exports (000’ US$), 2000- 2010
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Figure 4: Average merchandise imports (in million US$), 2000-2010
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Table 4 shows merchandise trade as a proportion of GDP of the West African
countries. Liberia tops in this category with a trade volume of 95.5 percent of
the country’s GDP. However, like many developing countries, Liberia’s trade is
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hugely influenced by exports and the trend of the country’s volume of exports
during the past decade is quite discouraging (Figure 3). Apart from Burkina
Faso, where the volume of trade had always been far below 50 percent, all
the other countries have been reporting trade volumes more than half of their
GDPs.

Table 4. Merchandise trade (% of GDP)

Country 2000 2001 2002 2003 2004 205 2006 2007 2008 2009 2010 Country Average
Benin 446 420 418 43 361 372 415 556 534 430 513 448
Burkina Faso 314 312 30.0 82 342 318 330 340 337 340 378 32.8
Cape Vade 447 433 461 447 4B3 463 50.8 578 553 468 477 484
Coted'vore 612 6le GB.5 860 751 B29 B23 776 780 778 797 737
Gambiz The 480 345 467 4B 586 58.0 533 512 408 435 361 470
Ghana 933 917 742 726 735 76.0 514 488 545 535 576 68.0
Guinea 411 4681 451 3.2 416 57.0 705 575 717 507 521 518
GuinezBisau 56.2 628 555 74 304 341 347 338 3B6 418 383 418
Liberia 1778  B5.7 63.3 679 958 83.2 1021 952 1253 79.6 944 85.5
Madi 558 652 53.8 504 480 488 574 524 622 531 562 548
Miger 377 352 344 37 388 421 400 422 485 525 555 421
Migeria 646 617 432 516 601 634 586 611 647 527 623 585
Sensga 520 560 56.7 55.2 541 584 562 578 650 527 540 56.0
Sigraleone 255 262 334 388 388 406 436 415 384 405 581 38.8
Togo 9.6 GBS 63.0 78.1 7138 El3 779 758 762 731 745 74.2
Regional Average 60.2 528 08 432 538 36.2 569 566 604 534 571 55.2

Source: World Development Indicators (2012 Edition)

Figure 5 and Appendix 4 show the trend and level of difference amongst
the structures of the various economies in West Africa, from 1980 to 2010.
Apart from Cape Verde (12 %), Guinea (21.4%) and Senegal (19.3%), all
other countries generated/gained at least a quarter of their GDP from activi-
ties in the agricultural sector. This means that economies in West Africa are
largely dependent on agriculture. Agriculture is the main source of income for
60 percent of the region’s population and satisfies 80 percent of regional food
needs (Alaba, 2012).

According to Alaba (2012), agriculture possesses the most significant potential
to foster regional integration in West Africa, due to the diverse ecological
endowments and livestock and crop varieties that cut across many countries
in the region. He adds that although regional agricultural production and trade
have improved in recent decades, meat, dairy and cereals still remain high
on the import bills of countries. These agricultural products, which are mainly
imported from Europe, Asia and North America, represent about half of the
regional imports and their value has doubled in the last decades.
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Yet, these are products which can be produced and traded amongst countries
within the West African sub-region, with positive multiplier consequences for
regional economic growth and poverty reduction.

Figure 5: Average agriculture value added (% GDP), 1980 - 2010

 Percent
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43.0 43.2

347 354 312
26:1 g

103

120

Source: World Development Indicators2012

Factors Influencing Regional Economic Integration and Trade

This section examines the trends of some important macroeconomic variables,
in order to explain external influences on economic integration and regional
trade in West Africa. It examines external influences on economic development
and trade in the sub-region, such as the growing debt stock, the continued
attachment to former colonial masters, the economic community’s weak legal
and institutional regimes and poor infrastructure within and across countries.

Growing Debt Stock

We begin the discussions with the impact of the growing debt stocks owed
to external entities by the member countries of West Africa. Historically, West
African economies are noted for their economic alliances with developed
economies and western international financial institutions, especially the World
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Bank and International Monetary Fund (IMF). For instance, in the early 1980s,
some countries in the region had to subscribe to World Bank/IMF economic
reforms. These reforms were designed in light of neo-liberal orthodoxy, with a
particularly optimistic view about the efficacy of the market mechanism (Donkor,
1997; Aryeetey and Tarp, 2000; Nugent, 2004). By implication therefore, upon
subscription to the reforms, a country was expected to liberalize its financial
sector, to the standard designed by the donors. This means the countries in
the sub-region that went under the Economic Recovery Program (ERP), had to
operate under the directives of World Bank/IMF for some years. Such directives
usually have no reference to the treaties of regional economic groups in the
sub-region.

Another economic programme directly related to the accumulated debt stock, is
the Heavily Indebted Poor Countries (HIPC) relief initiative. The initiative created
a series of conditions within which countries should operate in order to receive
a package of debt relief. These debt relief packages have terms and condi-
tions which compromise local and regional standards, and therefore expose
debt-burdened countries to influences external to their national and regional
boundaries. In short, as long as countries in the sub-region are prepared to
receive loans, they must expect external influences from donors.

Figure 6 illustrates (see also Appendix 4) the average external debt stock as
a percentage of each country’s GNI, from 1980 to 2010. Liberia and Guinea-
Bissau led in this category. In the case of Liberia, the managers of the economy
may need to dedicate about five-years of total gross national income to debt
repayment, in order to wean themselves out of external directives.

A close observation of Figure 6 reveals that across the countries of the West
Africa sub-region average debt stock to GNI remains high. While the situation for
Liberia and Guinea Bissau is extremely high, it is also high in countries such as
Cote d’lvoire, Sierra Leone, The Gambia and Togo. Even for the country with the
lowest debt stock, Cape Verde, its average external debt stock as a proportion of
GNI for the period 1980 — 2010, was almost 48 percent. In light of weak economic
growth, these debts are likely to be serviced and repaid by further borrowing
and/or using revenues generated from exports. In both scenarios, the integration
project stands to be compromised as resources through borrowing are required,
which come with further conditions, or through forgoing in-country investments,
which could have facilitated regional integration. Thus, as countries struggle to
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use their limited resources to wean themselves off further debts, the prospect of
deepening regional integration is likely to be put to the backburner.

Figure 6: Average external debt stock (% GNI), 1980 - 2010
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Source: World Development Indicators 2012

Continuous Attachment to Colonial Masters

Even though it is recognized that in recent decades, African countries (including
countries in West Africa) have developed a strong attachment to the new
global players of the BRICS, there is overwhelming evidence of the conti-
nuous influence colonial masters exert on their former colonies.! However, this
condition prevails due to the failure of independent African countries to restruc-
ture their economies, as well as the poor governance systems experienced by
most countries in the post-independence era (Nugent, 2004). Table 5 shows the
trend of net bilateral flow of financial resources between France and countries
in West Africa. It is clear from Table 5 that a significant proportion of financial

1 The analysis here focuses on the influence exerted on West African countries by their former co-
lonial masters. This, however, does not in any way belittle the influence exerted by other global
players, such as the BRICS (Brazil, Russia, India, China and South Africa).
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resources from France go to its former colonies. The only exception to the trend
was the flow from France to Liberia, in the year 2010. Just like France and its
former colonies, Table 6 also reports that a chunk of net bilateral aid flow from
the United Kingdom (UK) to the economies in the West African bloc go princi-
pally to the UK’s three former colonies; Nigeria, Ghana and Sierra Leone.

With such a huge bilateral flow of aid, it does not come as a surprise to see
these former French- and British colonies economically and politically aligned
to France and Britain respectively. However, the unflinching alliance between
the colonial masters and their former colonies may damage economic integra-
tion and regional trade amongst countries in the sub region. This is against the
backdrop of the economic community’s weak legal and institutional regimes.
Under such conditions, countries feel emboldened to side-step ECOWAS
primary laws (treaty provisions establishing ECOWAS) and secondary laws
(composed of all other legal instruments passed by ECOWAS) (Salami, 2011).

Table 5: Country share of total net bilateral flows from France to ECOWAS (%)

Country 2000 2001 2002 2003 2004 2005 2006 2007 2008 2002 2010
Benin 11.12 929 4.49 5.64 528 2:32 255 853 750 2.81 4.78
Burkina Faso 12.31 9.62 5598 10:.12 702 393 4.54 1328 165.05 432 6.26
Cape Verde 0.65 0.57 0.35 0.58 035 0.2 0O15 0,55 099 0.22 0.25
Cote d'lvoire 2340 2413 5856 1786 522 2.72 369 526 446 6691 13582
Gambia, The 0.01 0.11 0.04 008 001 0.0l 0.02 085 0:05 0.02 0.03
Ghana 0.4% 0.7 1.13 79 528 1282 0.80 421 4.26 277 3.31
Guinea 296 4.46 2.50 4.54 607 1.8 071 637 "B5.25 458 353
Guinea-Bissau 1.00 0.24 0.44 0.55 045 0.15 0.34 035 063 0.24 0.1s
Liberia 0.12 0.33 019 020 0.07 002 007 013 303 0.02 2275
Mali 1469 1325 205 10.72 6.84 414 282 2476 9.25 417 7.60
Miger 6.19 2.02 3.82 23592 1544 3.48 307 &B56 7.66 3.20 4850
Migeria 061 3.24 0.58 1.23 062 7051 7007 137 134 0.51 027
Senegal 2204 22:33° 11.59 13:33 4780 778 9594 2044 21.36 7.86 1541
Sierra Leone 0.11 .43 040 0.21 025 0.10 007 482 014 0.02 0.03
Togo 4.31 2.26 2.07 325 223 147 115 390 1443 226 1647
Total 100 100 100 100 100 100 100 100 100 100 100

Source: World Development Indicators, 2012

Liberal Trade Policies and Technical Obstacles for Regional Exchanges

While there is a yearning desire to pursue regional integration, the process has
been challenged by liberal trade policies and technical obstacles for regional
trade. Like many countries in Sub-Saharan Africa, economic reforms and struc-
tural adjustment programmes (SAPs) since the mid-1980s have resulted in
West African countries adopting a liberalized economic model involving the free
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import and export of commodities. These liberal trade policies which favored
massive imports from the West and Asia, are in direct competition with regional
products. According to Soule (2012), regional trade is further hampered by the
multiplication of control points along national borders, as well as racketeering
and corruption which increases transaction costs. He adds that recent studies
have shown extremely high transaction costs of the many control points in
West Africa. It is therefore no wonder that many countries in the region look
elsewhere in terms of trade and economic exchanges.

Table 6: Country share of total net bilateral flows from UK to ECOWAS (%)

countrny 2000 2001 2002 2002 2004 2005 2006 2007 2008 2002 2010
Eenin o.08 0.04 0.02 =.22 0.00 0.00 007 -0.03 o.00 0.01 0.00
Burkina Faszo 0.24 020 0.1z 0.0a 1.25 0.11 0.08 -0.07 0.05 0.04 0.0z
Cape Verde ooz o.o00 o.oo0 0.00 0.o0 o.00 0.02 0.10 0.23 0.15 0.16
Cote d'Ivolre 0.59 0.62 4.76 0.83 1.14 0.13 0.05 -7.12 0.10 0.03 4.52
Gambla, The 1.14 124 o.7o 0.36 o.o=2 0.06 012 0.96 1.09 077 0.34
Ghana 43 .39 50.44 49.73 48.17 54.10 4.96 482 2916 4349 3171 2899
Gulnea 0.22 0.56 103 0.82 0.1 0.0 003 0.21 0.232 0.13 o.00
Gulnea-EBlssau o.08 0.02 0.00 0.00 0.00 0.00 0.00 o.01 o.04 0.03 o.01
Liberia 1.78 0.60 1.16 2.97 3.18 031 044 237 9.35 6.88 4.45
maall 0.54 o.53 278 0.08 0.o07 0.05 0.12 -0.08 0.00 0.01 o.01
Miger 0.BE6 027 0.24 0.17 1.62 033 0.18 0.4s5 2.12 1.28 0.55
Migerla 1243 16.20 16.23 16.56 24.36 91.16 9188 5486 1362 3891 A46.05
Senegal 1.30 0.4 0.z23 0.26 1.76 o.z= 0.z9 221 0.28 1.34 0.16
Slerra Leone 37.09 26.36 22.05 21.36 11.77 251 189 1690 2671 16.53 14.76
Togo 0.23 0.27 019 0.16 0.06 0.0a4 0.0z 0.05 2.60 2.15 -0.01
Total 1l00.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00
Source: World Development Indicators, 2012

Table 7: Merchandise imports from developing economies within region

(% total merchandise imports)

Country 2000 2001 2002 2003 2004 2005 2006 2007 2002 2005 2010  Country Average
Benin 22.2 265 26.3 27.5 27.1 25.1 5.8 7.8 71 7.4 77 12.0
Burkina Faso 31.0 311 304 45.1 445 301 32.3 255 288 406 434 35.2

Cape Verde 18 21 24 5.4 27 3.2 1.7 15 15 23 15 24

Cote d'voire 281 221 201 188 24.4 286 31.7 287 346 26.8 251 266
Gambiz, The 16.0 132 15.2 14.3 183 221 221 183 207 15.5 165 17.5
Ghana 221 250 25.2 26.2 24.3 256 25.6 220 24.4 24.4 245 245
Guinea 24.4 212 10.5 125 214 10.6 21 E.5 5.5 5.7 64 121
Guinea-Bissau 13.6 166 231 374 01 233 215 241 246 17.8 221 231
Liberiz 13 1.2 1.0 13 1.8 24 23 16 14 0.5 D5 15

hali 26.0 245 232 202 255 280 275 30.0 325 257 305 26.8
Miger 13.2 350 32.2 34.0 27.7 155 216 236 1=l 17.0 211 24.0
Migeria 4.1 2.5 4.5 5.0 E.l e.0 5.5 4.2 4.4 4.7 45 5.4
Senegal 152 160 15.0 15.2 185 180 111 15.0 157 15.5 152 16.7
Sierra Leone 6.4 21 5.6 115 17.00 25 12.4 16.2 123 24.3 248 15.2
Togo 22.1 168 17.0 15.5 12.0 1 16.4 14.2 15.1 16.0 136 17.3
Regional Average 1E6.8 175 17.0 15.5 20.5 2.5 17.1 16.3 17.1 16.3 176 17.8

Source: World Development Indicators 2012
The evidence of external influences on economic integration and trade in West
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Africa is illustrated by Table 7. The data from Table 7 suggests that only 17.8
percent of total merchandise imports to the region, during the last decade
(2000-2010), as coming from countries within the region. This means a signi-
ficant amount of imports came from countries outside the region. However,
the French-speaking countries (WAEMU) appear to have received a relatively
higher number of imports from countries within the sub-region compared to
Liberia, Cape Verde and Nigeria. In particular, the low regional imports of Nigeria
and Cape Verde are of interest, as both countries are regarded as potential
key propellers for regional economic growth — Nigeria for its large market and
economy and Cape Verde for its growing per capita income and manufacturing
base.

Table 8: Merchandise exports to developing economies within region
(% total merchandise exports)

Country 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 country Average
Benin 10.7 7.3 252 139 267 257 248 27.6 27.1 319 2939 236
Burkina Faso ZZ.0 232 ZZZ 82.3 724 23.7 2318 30.2 iz .4 14.6 13.7 333
Cape Verde 1.8 1.7 59 1.2 0.8 0.5 4.7 0.& 6.2 0.1 0.4 2.2
Cote d'ivolre 275 27.4 231 209 255 276 262 2B.B 231 276 306 7.4
Gambla, The 18.0 10.3 T4 8.1 10.2 1Z.6 7.2 9.2 B.1 52 7.0 9.5
Ghana 5.3 6.1 2.4 8.9 89 2.6 100 11.0 104 115 10.7 2.2
Gulnea 6.4 14.6 31 106 14 1.4 14 1.5 2.2 Z.6 2.3 4.3
Gulnea-Blssau 1.z 3.8 4.5 ZD.1 144 18.6 282 10.6 30.3 Z6.4 30.5 17.2
Liberia 1.2 0.8 (k=] 1.3 14 1.3 136 11 4.4 18.2 22.2 B.2
rall 6.4 2.1 6.9 3.8 2.4 z.4 2.1 4.2 8.5 113 6.6 5.9
Mlger 455 453 437 410 311 26.7 225 325 54.4 266 TT76 an0.3
Migeria 7.0 6.4 2.4 8.4 2.3 8.8 8.3 8.8 89 10.8 2.6 B.7
Senegal 27.7 22,4 320 38.2 354 4z2.0 4zZ.8 S0.6 48.2 443 =0.2 40.4
Slerra Leone 4.z 6.1 35 1.6 16 3.4 25 4.4 2.5 9.1 5.0 4.3
Togo 40.4 630 604 57.3 6Z.4 2.5 £0.2 53.7 74.5 S4.4 63.2 60.0
Reglonal Average 152 17.0 17.7 220 21.0 18.2 186 18.3 22.7 19,7  24.8 12.6

Source: World Development Indicators 2012

Additionally, merchandise exports (see Table 8) from West African countries
to countries within the region, during the decade, were not very different from
merchandise imports. Members of the WAEMU again exported relatively higher
proportions of their total merchandise exports to countries within the sub-region:
Togo (60%), Niger (40.9%), Senegal (40.4%), Cote d’lvoire (27.4%) and Benin
(23.6%). Compared to WAEMU members, the figures from Cape Verde and the
Anglo-phone countries of the region are very low: Cape Verde (2.2%), Sierra
Leone (4.3%), Liberia (6.9%), Nigeria (8.7%), Ghana (9.2%) and The Gambia
(9.5%). Combining both merchandise imports and exports, it can be deduced
that the French-speaking countries have been trading extensively among them-
selves. The extensive use of a single currency amongst the French-countries
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within the WAEMU framework and the lingering Anglophone and Francophone
divide could partly be facilitating factors. Added to this, are the prevailing liberal
trade policies of countries which favor the massive importation of goods into of
West Africa, as well as technical difficulties of conducting trade across national
borders (Soule, 2012) as noted earlier.

Table 9: Merchandise exports to high-income economies
(% total merchandise exports)

Country 2000 2001 2002 2003 2004 2005 2006 2007 2008 2005 2010 country Average
Benin 234 51 175 205 159 131 248 226 272 145 130 18.2
Burkina Faso 765 751 TF1E8 5.8 157 730 6B5 666 TO6 413 352 EE.7
Cape Verde 575 5983 9541 S5B7F 95950 Be6 753 BE2 BS5S 5Bl §5.7 53.2
Cote d'lvoire 0.2 521 57E& 652 613 573 603 BEE2Z E53 553 El6 E7.5
Gambia, The 712 7B& 701 525 556 217 410 3267 208 3225 44.7 48.6
Ghana 748 727 701 665 63232 602 605 5632 EO5 5109 E2E El.B
Guinea B06 B34 761 7B1 662 550 455 418 448 517 351 58.58
Guinea-Bissau 6.5 79 116 140 2585 E.& 58 1.2 18 2.4 4.0 83
Liberia 542 Bl1E 851 875 861 767 765 736 523 7T15 EE4 76.3
Mali 507 476 533 382 3283 331 450 32EBE6 245 2B7T 435 38.4
MNiger E10 543 557 5E2 684 715 646 ©46 426 7T1IS 16.7 EE6.6
Nigeria 704 8532 615 651 724 7FEES 7212 ©7E 652 632 64.2 BE.5
Senegal 487 416 344 322 316 255 310 332 179 300 2689 325
Sierra Leone 512 832 BE6& B5S5% 917 B56 9907 775 705 7T60 63.1 528
Togo 251 217 260 270 154 131 5.3 7.2 6.8 5.0 11.2 15.5
Fegional Average 60.2 G5BE4 GE6E 535 G535 517 517 483 440 4685 41.4 51.7

Source: World Development Indicators 2012

Table 10: Merchandise imports from
(% total merchandise imports)

high-income economies

Country 2000 2001 2002 2003 2004 2005 20DE 2007 2008 20039 2010 Country Sverage
Benin El.S 574 5E.1 55.2 50.8 54.2 23.1  23.7 35.9 34.3 348 45.4
Burkina Faso 526 515 4B.3 363 35.3 428 384 374 38.9 4a1.z2 37.3 41.7
Capeverde 85.9 856 BB.7 B2B B4.5 B2.3 B4.7 85.4 B4.2 B3.3 83.7 B4.5
Cote d'lvolre 48.2 437 58.5 E1l3 S5E.B 53.3 48.3 45.5 3E6.2 383 34.7 47.39
Gambila, The 4E.B 485 420 40.5 34.0 33.7 23.5 274 30.0 30.5 27.0 35.3
Ghana Bl1l.3 561 526 475 4a7.2 445 413 401 33.7 416 40.7 4B6.7
Guinea E1.5 BE24 711 536 334 33.3 35.1 34.0 36.1 32.5 26.2 44.7
Guinea-Blszau 4.5 438 4E8.9 372 43.0 55.7 50.7 48.0 42.0 3E.1 328 45.0
Liberlia 3.0 34E2 347 35.1 30.3 0.8 86.9 83.9 82.9 0.3 EZ.E 87.5
Mall 32.7 345 3139 331 325 23.6 301 23.7 28.2 33.7 28.1 31.3
Miger 20.5 445 42.8 403 53.2 E2.5 53.4 BD.1 4E.B 510 43.1 53.9
Migeria 75.2 703 738 B2.7 5E.3 53.1 54.0 584 54.3 51.7 43.E 53.8
Senegal 588 533 5338 540 52.4 52.5 ED.1 511 45.3 48.3 51.7 54.1
Slerra Leone Bl.3 754 77.2 B35 E0.D 56.2 43.3 45.6 42.5 37.7 35.5 56.7
Togo E2.E E4.1 E3.7 El1 55.4 54.1 55.5 55.7 47.3 50.4 50.9 S5E.5
Reglonal Average E3.2 E02 E0.3 552 52.3 53.6 43,7 4.5 4E6.2 4E.1 43.8 52.7

Source: World Development Indicators 2012
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Contrary to the low merchandise exports and imports recorded during the
decade (2000 — 2010), amongst the economies within the West African sub
region, merchandise exports and imports recorded during the same period
amongst economies in West Africa and high-income economies, appear to be
very high (see Tables 9 and 10). This means that countries in the sub-region
do export and import a significant percentage of their total merchandise exports
and imports to and from high-income countries. However, in percentage terms,
merchandise exports to the high-income economies of Europe, North America
and Asia appear to be very high in the case of Cape Verde and the Anglophone
countries of West Africa.

Nevertheless, a closer look at Table 10 reveals that unlike merchandise exports
to high-income economies, where relatively higher figures were recorded for
Cape Verde and the Anglophone countries, there is some uniformity across
countries in the sub-region with respect to merchandise imports. With the
exception of Cape Verde and Liberia, the country averages for Francophone
and Anglophone countries appear be fairly similar.

The Regional Economic Community’s Weak Legal and Institutional
Regimes

According to Salami (2011), most of the sub-regional economic integration
arrangements (including ECOWAS) aimed at establishing a common customs
union and market, through the abolition of obstacles to the free movement of
goods, persons, services and capital, have failed due to weaknesses in their
legal and institutional framework. He adds that this weak legal and institutional
framework has impacted negatively on the ability of regional economic commu-
nities to achieve their goals.

Using the European Union (EU) as a model for regional integration, Salami
(2011) demonstrates why ECOWAS and other sub-regional economic commu-
nities in Africa are weak due to the absence of legal and institutional frameworks
which enforce the laws and regulations of the organizations. In particular, Salami
(2011) notes the significant role of the European Court of Justice (ECJ) in the
effective functioning of the EU. As the institution charged with the interpretation
and application of the EC treaty (both primary and secondary legislations), the
ECJ, as part of its functions, has the power to interpret EU treaty provisions
where national courts or tribunals fail to do so. Indeed, referrals of landmark
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cases to the court and the subsequent implementation of these ECJ interpre-
tations in national jurisdictions, confirm the existence of the supremacy of EU
law (Salami, 2011).

Clearly, legal and institutional frameworks with the power and resources to
interpret and enforce ECOWAS provisions, as with the EU/ECJ, are currently
the rare condition in West Africa. As the legal and institutional structures of
ECOWAS are lacking any real power to make member states comply with their
treaty obligations, or the capacity to rule and enforce conditions hindering the
development of a common market and integration process, the process is left to
the whims and caprices of individual countries. However, these countries have
few incentives to deepen the process of integration, due to the circumstances
they find themselves in; namely growing indebtedness and the established
links with colonial masters for development assistance. Thus, the weak legal
and institutional framework of ECOWAS is both a cause and consequence of
external influences and weak regional economic integration and trade in West
Africa.

Conclusion

It is clear from the ensuing discussions that trade and economic integration
among countries in the sub region still remains very weak. Countries in the
region rather find it more convenient to trade with the high-income countries
instead of trading with their counterparts in the region. Moreover, these
countries receive higher forms of assistance from the high-income countries
and therefore use trade as an expression of gratitude. The study also finds
the colonial umbilical cord as very tight, especially in relation to the flow of
aid and concludes that colonial masters have greater influence on their former
colonies compared to the influence of ECOWAS on the individual economies of
the region. Furthermore, the weak trade pattern among countries is facilitated
by the existing liberal trade policies of many countries which favour massive
importation of goods (including those produced in the sub-region), and weak
legal and institutional framework for ensuring the enforcement of the ECOWAS
treaty.

Nevertheless, a strong and wide range of opportunities exists for economic
and trade integration, especially in the area of agricultural commodities. The
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argument has been made that economic and trade integration in West Africa
is weak, perhaps due to similarities in the agricultural export commodities
produced in the region. However, this argument fails to appreciate the diversity
of ecological zones and cultures, and production of a wide range of different
agricultural commodities including cereals (maize, rice, millet, etc), dairy and
meat, currently high on the import bills of many countries in the region.

However, the process of integration is likely to be hastened through the
strengthening of the legal and institutional frameworks of ECOWAS allowing
regional institutions the capacity to rule and enforce member states compliance
with their treaty obligations. In addition, there is the need for member states to
make conscious efforts to loosen their umbilical cord with their colonial masters.
Taking into account the entrenched nature of the existing relationships with
colonial masters, this is not going to be an easy task. However, change will only
come about if there is recognition among all member states of the crucial impor-
tance of regional integration to their long-term socio-economic development.
2012.
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External Influences on Regional Integration in
West Africa: The Role of Third Parties

Introduction

To be successful and meaningful, regional economic integration must first and
foremost be driven by domestic forces. This is true also for West Africa. None-
theless, regional integration does not happen in a vacuum. Numerous factors,
ranging from historical and geopolitical to economic and ideological factors in-
fluence this process. Among these are the external partners to the regional

grouping.

In the case of West Africa, former colonial powers, and more broadly the Eu-
ropean Union (EU), have had a key impact on the contours, structure, con-
tent and dynamics of West African integration. But they are not the only ones.
For instance, other African countries/regions and the African Union (AU) have
also had an influence. So have some international organizations. Increasingly,
emerging players may play a role as well, among others.

The aim of this paper is to briefly sketch some of the key influences of third
parties to the regional integration processes in West Africa. In this context, par-
ticular attention is given to the European influence on West Africa, positive or
not, which is then put in perspective with other influences. Section 2 looks at the
influence of the European Union as a role model and source of inspiration for
integration objectives and institutional setting, whereas Section 3 highlights the
European support, notably in terms of development assistance, to West African
integration. Section 4, 5 and 6 sketch the roles of other international partners,
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the pan-African dynamics and emerging players, respectively. Section 7 reflects
on the ambitions of the economic partnership agreements promoted by the Eu-
ropean Union, as a comprehensive set of reforms dynamics for integration, and
how it can backfire. Finally, Section 8 concludes by stressing the primary role of
endogenous dynamics in West African regional integration, which can at best
only be accompanied by third parties, not more.

The European Influence

The experience of the European integration has been widely perceived as not
just an example, but also a model for regional integration. Indeed, in view of
its long history, broad scope, further deepening and successive enlargements,
the European Union has been perceived as the symbol of regional integration.
And while replication is never an objective, the EU is often referred to as a pos-
sible aspiration, or at least point of reference, notably in terms of its institutional
setting and policy coverage. In this sense, the EU has strongly influenced the
recent integration process in West Africa.

Consider first the institutional setting. The West African Economic and Mon-
etary Union (UEMOA) and the Economic Community of West African States
(ECOWAS) have adopted some of the norms, legal provisions, institutions and
policies similar to those of the EU. This development can be traced back from
the colonial past of this region and its cultural, political and economic close ties
with France. Like in Europe, West African economic integration is perceived as
a tool to pursue deeper forms of integration with broader objectives.

UEMOA and ECOWAS have some of the key characteristics along the lines
of the EU institutional setting (see Annex 1): a regional Commission, Council
(Heads of States and Ministers), regional Parliamentary Assembly, regional
Court of Justice, complemented by a Court of Auditors in UEMOA, an Economic
and Social Council/Committee, a regional central bank and development bank. It
is also worth pointing that the UEMOA Treaty is inspired by the Maastricht Treaty.

This is not to say that the European and West African institutions are exactly
the same. Their powers and functioning differ, as does their level of integration.
However, the closer integration between ECOWAS and UEMOA, which are in
the process of forming a common customs union and monetary union, also
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calls for an adaptation and further strengthening of their institutions, which are
inspired by the EU experience.

One should stress the key role of France, and now the EU, in the monetary
union of UEMOA. The establishment of the Franc CFA zone is the direct result
of the will to keep the monetary tie with France following the independence of
many former French colonies. Similarly, the creation of the UEMOA is linked to
a 50% devaluation of the West Africa CFA Franc. With the creation of the Euro,
the CFA Franc is no longer solely tied to the French Treasury and its French
Franc, but to the European Central Bank and the Euro.

One of the European influences on West African integration results thus from
its historical ties with the region, its geographical proximity and its cultural, eco-
nomic and political connections and the attractiveness of the European model
of integration. This may thus partly explain the strong emphasis on institutional
and deep economic integration in the West African agenda of regional integra-
tion, as opposed to a more ad hoc or pragmatic approach to economic integra-
tion focused on effectively lowering barriers to integration and improving infra-
structure ties, as somewhat pursued in Asia for instance.

EU Support to West Africa

The European Union strongly believes in the merits of regional integration,
including as a tool for development. According to the European Commission
(EC), regional integration among developing countries, if carried out in a trans-
parent and open manner (i.e. open regionalism), contributes to their integration
in the world economy and plays a key role in conflict prevention and peace
consolidation (European Commission, 1995, 2002). Therefore, the EU, “in light
of its experience and of the instruments at its disposal”, provides support to
developing countries in their regional initiative (Council of the European Union
and European Commission, 2000).

The European Parliament also shares the view of the European Commission
and Council on the important role that regional integration and free trade agree-
ments can play “in the establishment of a more equitable world trade system”
and therefore fully support and encourage regional integration among develop-
ing countries (European Parliament, 2002, p.14).
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This support to regional integration initiatives takes various forms. It is part a
political support on the principles of regional integration. That is, the EU should
embrace and facilitate open regional integration initiatives among developing
countries, which are perceived as a complement to multilateral trade integra-
tion. In this context, the EU is also willing to share its experience on regional
integration matters with developing countries, acknowledging that each region
has its specificities.

This is exactly what the EU is doing for West Africa. The EC has used Economic
Partnership Agreement (EPA) as one of the main trade tools to support regional
integration (see Section 4). Besides this ‘political support’ and experience shar-
ing, the EU has also committed a sizeable share of its development aid and
technical assistance to regional support, which is one of the six priority areas of
its development assistance.

The European Commission support to West Africa focuses on priority areas such
as building regional markets, including on services and investment, facilitating
business development by improving the regulatory environment, strengthening
productive capacities, and encouraging the mobilization of capital; connecting
regional infrastructure networks (notably through the Infrastructure Trust Fund);
contributing to improve food security, notably by supporting the ECOWAS Com-
mon Agricultural Policy (ECOWAP) and the Comprehensive Africa Agricultural
Development Programme (CAADP); strengthening regional institutions by pro-
viding technical assistance and capacity building programmes as well as by
improving national institutional capacities; improving regional governance and
cooperation for peace and security, including in efforts to address terrorism,
piracy, organized crime, drug trafficking and human trafficking, as well as by
supporting efforts (notably by the AU and the United Nations) in peace con-
solidation and post-conflict reconstruction; and developing regional policies for
sustainable development, especially with regards to the common management
of natural resources, migration and social cohesion.

Regarding financial assistance, the 10th European Development Fund (EDF),
which covers the period 2008-2013, currently constitutes the primary instru-
ment of EU support to regional integration in West Africa. The regional funds
thus received have the overall objectives to promote regional integration as a
means to reduce poverty, promote economic growth, and favour peace and se-
curity. In West Africa, €597 million has been committed to the Regional Indica-
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tive Programme (RIP). As illustrated in Table 1, out of these, €418 million been
allocated to the specific objective of ‘deepening regional integration, strengthe-
ning competitiveness and implementing the EPA (see Table 2 for a specific arti-
culation of these objectives); the rest is dedicated to improve good governance
and regional stability and to finance other programmes such as environment
and support to non-state actors.

Table 1: Regional Indicative Programme for West Africa, 2008-13

Type of support Amount
yp pp (€Em)

Focal sector I: Deepening of regional integration,

strengthening of competitiveness and implementation of 418

the EPA

Focal sector II: Consolidation of good governance and 119

regional stability

Other programmes (that could include support to non state 60

actors)

Total 597

Source: European Union, 2008. European Community — West Africa. Regional Strategy Paper and
Regional Indicative Programme 2008 — 2013. [pdf] Available at <http://ec.europa.eu/development/
icenter/repository/Scanned_r10_rsp_2007-2013_en.pdf>

The respective National Indicative Programmes (NIPs) for West African coun-
tries under the 10th EDF also allocate €247 million for support in the areas of
trade-related assistance and €1.067 billion for infrastructure, which to a large
extent also contributes to foster regional integration.
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Table 2: Focal Sector 1 of the RIP for West Africa, 2008-2013

Global Deepening of regional integration, strengthening of
objective competitiveness and implementation of the EPA
Specific Support the region in:

objectives

a) Continuing the regional integration process through the
implementation of reforms to come to a common mar-
ket and the consolidation of macro economic stability

a) Assure the effective implementation of the EPA by
profiting fully of the expected positive effects and
minimizing possible adjustment costs

b) Strengthen the competitiveness of productive sectors
and the network of regional infrastructure

Expected The expected results of the RIP are the following:

results a) customs union under ECOWAS created

b) intra-community trade increased

c) common market strengthened

d) EPA being implemented

e) export capacities of the region strengthened

f) food security improved

g) fiscal reforms implemented and fiscal effects of the
EPA compensated

h) knowledge of challenges for regional integration in
key productive sectors strengthened

a) management of regional road infrastructure improved

Intervention | The main intervention areas for the focal area are

areas a) Deepening of regional integration

b) Food security

c) EPA programmes for development and
improvement of competitiveness

d) Continuing support to regional policy of inter-
connectivity and strengthening of infrastructure

e) Institutional support to economic governance

Source: European Union, 2008. European Community — West Africa. Regional Strategy Paper and
Regional Indicative Programme 2008 — 2013, see Table 1
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In addition to these instruments, there are also a number of EU-wide Institutions
and Initiatives that might potentially provide support to the PAPED in coming
years, most notably as the European Investment Bank (EIB) and the EU Africa
Infrastructure Fund. The EIB for example manages the Investment Facility es-
tablished under the Cotonou Partnership Agreement. For the period 2008-13,
€1.5 billion are available. This is in addition to the significant level of funds still
available from the EDF9 tranche (which was originally set at €2 billion), as well
as an additional €2 billion which it can lend to ACP countries from its own re-
sources. The EU Infrastructure Fund includes contributions from the European
Commission and EU member states.

There is also direct support by EU member states through their bilateral devel-
opment cooperation programmes, particularly at the national level in partner
countries in West Africa, but increasingly also at the regional level, in support
of regional institutions (e.g. ECOWAS and UEMOA) and programmes (e.qg.
ECOWAP — the ECOWAS Agricultural Policy).

International Support to West African Integration

It is important to recognize that if Europe is a major source of financial support
to regional integration in West Africa, it is by far not the only one. Data are no-
toriously difficult to obtain on regional aid. The most comprehensive source of
information however can most probably be found by focusing on aid for trade
(AfT), an important dimension of economic integration. As a result of recent
commitments and increased attention to AfT amongst donors, levels of resourc-
es devoted to trade-related projects have witnessed significant increases in
recent years. As illustrated in Figure 1, AfT flows to West Africa have increased
significantly from US$889m in 2002, to US$3,789m in 2008 (an average nomi-
nal growth rate of more than 23 per cent per annum). Over the same period, AfT
from the EU (EC and Member States) to West Africa has more than tripled in
nominal dollar terms, from US$400m to US$1448. It is also worth noting that the
largest increases have taken place in 2007 and 2008, as the 2005 AfT initiative
began to be implemented in earnest.

Multilateral Institutions and Facilities, such as the World Bank, the African De-
velopment Bank and UN agencies, as well as the Enhanced Integrated Frame-
work have delivered substantial assistance to West African countries. Their role
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has been predominant not only in terms of financial assistance, but also techni-
cal assistance, policy advice and knowledge partners.

Figure 1: Aid for Trade to West Africa, 2002-2008
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Source: OECD-DAC, 2010: QWIDS Query Wizard for International Development Statistics, Aid for
Trade Activities. Amounts are for commitments, in current US$; amounts for 2008 are based on
provisional data.

Interestingly, the bulk of the assistance to economic integration is taking place
at the national level, not the regional one. As a result, some West African coun-
tries have received proportionally greater support for economic integration than
others.

Considering the AfT per capita, Figure 2 helps identify possible ‘Aid for Trade
orphans’ (e.g. Cote d’lvoire, Gambia and Togo) that receive much less AfT on
average when compared to more favoured countries (e.g. Benin, Mali, Maurita-
nia and Senegal). This calls for a greater attention by all donors to the support
provided to regional integration and a greater coherence between domestic
agenda, at the national and regional levels, and the support received.

The African Dimension
The regional integration process in West Africa cannot be fully appreciated if

taken in isolation. Instead, it is part of a broader African dynamics to integra-
tion. Besides the historical dimension and somewhat arbitrary national borders
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resulting from its colonial past, West Africa is part and parcel of the pan-African
integration process. This is true in terms of dynamics as well as institutional
setting.

Figure 2: Aid for Trade ‘Darlings’ and ‘Orphans’ in West Africa, 2008
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Note: Data are provisional; EU = 15 EU members of the DAC
Source: OECD (AfT data), IMF (population and GDP), author's calculations.

In this respect, the African Union is playing an increasingly important role. The
AU has recognized only 8 regional economic communities (RECs) as building
blocs to the pan-African integration. Among them figures ECOWAS. But UE-
MOA, the still more deeply integrated region, is not included. The rationale is
not to deny the achievements of UEMOA. On the contrary, the principle adopted
is one favouring the deeper integration of West Africa under the ECOWAS um-
brella but building on UEMOA'’s achievements.

Pan-African integration remains an ambitious and somewhat distant pro-
gramme. But recent developments have contributed to pave the way to concrete
progress. The two AU Summit of Head of States in 2012 have put ‘boosting
intra-Africa trade” on top of the agenda. The objective is to fast-track the move
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towards greater effective integration, making concrete steps to significantly re-
duce barriers and various impediments to trade among African nations, within
and among RECs. While the setting of the Continental Free Trade Agreement
(CFTA) by 2017 is unlikely to be achieved in time, it marks a clear indication of
renewed political will to keep regional integration high on the agenda.

In this context, the dynamics of the Tripartite Free Trade Agreement (TFTA)
among the Common Market for Eastern and Southern Africa (COMESA), the
East African Community (EAC) and the Southern African Development Com-
munity (SADC), may have a significant bearing on West African integration as
well. Launched by the Heads of States of the three RECs in Kampala in 2008,
the TFTA has three pillars: market integration, infrastructure development, and
industrialization.

The potential influence on West Africa is twofold. First, the TFTA perceived at the
pan-African level has a key pillar to the CFTA. West Africa has been keen since
to be perceived as the other main pillar of the AU integration process, build-
ing on its UEMOA-ECOWAS integration axis and its deep integration agenda.
There may thus be a sense of emulation between West Africa and the CFTA,
as well as sharing of experience. The AU may thus become a more dynamic
forum for interaction among the RECs. The second possible influence may be
to broaden the focus from the removal of trade barriers and the establishment
of common external tariffs, to the effective integration agenda, with greater at-
tention paid to the development of cross-border infrastructures and enhanced
productive capacity, notably by fostering regional value chains. This might be
translated again in West Africa by greater attention to regional programme im-
plementation as a key complement to institutional and policy integration.

The Role of Emerging Players

The rising influence of emerging economies such as China, Brazil, India and
others is also strongly felt in West Africa. In considering the role of such emerg-
ing players in the integration process of West Africa, two key characteristics
must be kept in mind. First, emerging players are not donors, and though some
traditional donors like to refer to them as ‘emerging donors’, they do not see
themselves as such. Instead, South-South cooperation is the dominant frame-
work of reference, for which aid has little relevance. Considering aid flows and
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traditional development cooperation frameworks, as done is Section 3 and 4 for
instance, would be strongly misleading. Second, most emerging players have
engaged in South-South cooperation in a bilateral way, country-to-country rela-
tions, so far somewhat neglecting the regional dimension of cooperation. The
main exception of course is the pan-African engagement of China and India for
instance, in arenas such as the Forum on China-Africa Cooperation (FOCAC),
the India-Africa Summits and India-Africa Business Council. But these remain
mainly umbrella frameworks under which bilateral cooperation is further devel-
oped.

It should therefore come as no surprise that emerging players do not yet feature
high in their engagement with regional integration initiatives, including in West
Africa. Recent trends among emerging players do suggest however that Afri-
can integration processes may be given more attention in a near future. This
will mainly depend on the cohesion of regional groupings and the will of their
members to engage emerging players on a regional platform as well, and not
only in a bilateral way.

In West Africa, there are signs that this may slowly happen. For instance, on
October 2012, China signed an agreement with ECOWAS for cooperation in in-
frastructure development, trade and investment. The agreement aims at encour-
aging business cooperation, promoting exchange of information and training on
regional and international trade, and stipulating investment in agriculture, forestry,
fishery, manufacturing, construction and financial sector.! But one of the key fea-
tures of such agreement is to stimulate infrastructure development, as part of the
US$20 billion credit line offered to Africa at the last FOCAC Summit. This could in-
clude Chinese support to the trans-West African coastal highway stretching from
Dakar to Lagos. More generally, infrastructure financing in West Africa has been
stimulated by the Chinese investment in extractive resources and the need to de-
velop appropriate infrastructure, notably in rail transport. Political and economic
interests of China in West Africa seem to be well aligned.

This is apparently also the case of other emerging players, such as India and

Brazil. India has privileged economic relations and business ties, which are
reflected in the Memorandum of Understanding it signed with ECOWAS in May

1 See ECOWAS Press Release No 289/2012, 25 October 2012.
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2011 for instance. This covers strengthening of cooperation in areas such as
banking, food and agro-business, as well as in metallurgical, mechanical, en-
ergy, textile, leather, transport, communication, electronic and biotechnology
industries.? The increasing intensity of the relationship between West Africa and
India has also been visible in the Indian support to the highly sensitive Cotton
initiative in West Africa (notably for the Cotton-4 countries Benin, Burkina Faso,
Chad and Mali), as well as through the development of regional business fairs.

Similarly, Brazil and ECOWAS have launched common initiatives to enhance
their cooperation on poverty, food security, environment, renewable energy, ca-
pacity building and political dialogue?, though in practice efforts have concen-
trated on agriculture.

While the regional cooperation of emerging countries in West Africa remains in
its infancy, it is mainly up to ECOWAS/UEMOA and their member countries to
more forcefully engage with emerging partners on a regional basis, should they
wish so.

The EPA and West Africa Integration: Make it or Break it

One of the most ambitious agendas to strengthen West African integration rests
with the EU however, and the prospect of concluding a regional economic part-
nership agreement between ECOWAS and the EU. Paradoxically, however, it
may also turn out to be one of the greatest threats to West African integration
process.

EPA rationale

Following the provisions contained in the Cotonou Agreement, the African, Car-
ibbean and Pacific (ACP) States and the EU officially launched negotiations
on economic partnership agreements (EPAs) on 27 September 2002. After
one year of initial negotiations at an all-ACP level, each of the main ACP re-
gional groupings initiated bi-regional EPA negotiations with EU: Central Africa

2 See ECOWAS Press release No 065/2011, 9 May 2011.
3 See ECOWAS Press Release No.105/2010, 3 July 2010.
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(CEMAC-plus) and West Africa (ECOWAS-plus) in October 2003, East and
Southern Africa (COMESA) in February 2004, the Caribbean (CARIFORUM) in
May 2004, Southern Africa (SADC-minus) in July 2004, and Pacific in Septem-
ber 2004.

The purpose of the negotiations with West Africa, as with other regional ACP
groupings, has been to establish reciprocal free trade areas that aim to be first
and foremost development-oriented, which should build on and foster the re-
gional integration process of the region and facilitate their integration into the
world economy. The negotiations were due to be completed by the end of 2007
for EPAs to enter into force by 2008.

The EPAs, as proposed by the European Commission, should be essentially
enhanced, development-oriented free trade areas (FTAs). They were initially
intended to cover not only trade in goods and agricultural products, but also
in services, and address tariff, non-tariff and technical barriers to trade. Other
trade-related areas should also be covered, including by increased cooperation
between the EU and the ACP, such as competition, protection of intellectual
property rights, standardisation and certification, sanitary and phytosanitary
(SPS) measures, investment, trade and environment, trade and labour stand-
ards, consumer policy regulation and consumer health protection, food security,
public procurement, etc.

A basic principle of EPAs contained in the Cotonou Agreement is that they
should build on and reinforce the regional integration process of the ACP. Ac-
cording to the European Commission, by building on larger well-integrated re-
gional markets, regional EPAs should contribute to foster the integration of the
ACP in the world economy, provide for economies of scale, stimulate invest-
ment and contribute to lock in the necessary trade reforms.

The principle advocated by the European Commission is that economic integra-
tion at the regional level with the EU should reinforce the respective integration
process of regional groupings. It should enhance the benefits from regional
integration among developing countries, in the form of enhanced trade and in-
vestment flows for instance, from Europe and within the developing regions.
This should provide stronger incentives to the members of regional groupings
to commit to the objectives of the region (and not opt out from a grouping which
is tied to the EU). This regional partnership with the EU should hence help to in-
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crease the credibility of regional integration processes, in particular in Africa. In
this respect, the EU should also be perceived as an ‘external guarantor’ to avoid
economic and integration policy reversal and create a lock-in effect through co-
operation with the EU and possible bi-regional agreement (Lee, 2003).

For West Africa, the EPA should thus mainly offer the prospect of consolidation
of the economic integration process within and between UEMOA and ECO-
WAS. The partnership with Europe should also offer parallel accompanying
development support to facilitate the adjustment process during the EPA im-
plementation and strengthen the capacity of the West African countries and
regions to take full advantage of the new development opportunities that the
EPA should provide.

The reality check

Perhaps with few exceptions, the EPA agenda has not generated the enthusi-
asm for effective development partnership it was meant to stimulate, not least
in West Africa.

West Africa, like many other ACP regional groupings, has encountered some
difficulties in having to speak with one voice during the negotiations with the EU.
This was to be expected from a region which had never engaged in free trade
negotiations with a third party such as the EU, on such a broad array of issues.
Besides, tensions emerged, mainly during the early phase of the negotiations,
between the UEMOA, which as a customs union with a common external policy,
considered itself more advanced and homogenous in its negotiation positions
than the broader, less integrated ECOWAS framework, which was only a free
trade area where member countries retain full sovereignty in the determina-
tion of the external trade policy. A common position by an FTA like ECOWAS
requires therefore a strong, well-developed coordination process among the
member countries. Political will has often been insufficient, both at the national
and regional level. Conflicting interests have generated tensions within the re-
gion. Weak institutional capacity, at domestic as well as UEMOA/ECOWAS lev-
els, has also at times prevented West Africa to effectively defend the interests
of its members during the negotiations with the EU.

The European Commission has also further contributed to exacerbate some
of the regional tensions. This had already started in 2002-2003, when the EU
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Trade Commissioner Lamy invited UEMOA representative to informally talk to
him before the start of the formal regional negotiations. At that time, UEMOA
was claiming to be ready to engage with the EU on an EPA, and complained
about the lack of engagement of its other ECOWAS partners and more gener-
ally ACP countries. Later on, in 2007, the EU Trade Commissioner also fingered
pointed Nigeria for its lack of engagement in the negotiations, calling it “the
elephant in the room” preventing progress.

But the EPA negotiations also contributed to put a greater emphasis on the
regional agenda, including in West African countries and organisations. During
the early phase of the regional EPA negotiations, particular attention was given
during the negotiation sessions to the review of the regional integration process
in West Africa. In addition, the pressure to reach regional positions on all EPA
issues has contributed to elevate the profile of the regional dimension on the
political agenda of West Africa. Hence, the EPA negotiation process has played
a stimulus role to foster the attention to the regional integration and sharpen the
regional agenda of West Africa, if only to provide a coherent front in the EPA
context.

Yet, the conclusion of interim EPAs has had a very detrimental impact on the
regional cohesion of many ACP groupings, and in particular in West Africa.

To date, only 37 ACP countries have concluded some type of agreement and
only 25 have confirmed their commitment by signing an agreement, (15 of
which are Caribbean).

In West Africa, only Ivory Coast and Ghana have concluded an interim EPA by
the end of 2007, only to preserve their access to the EU market as the Lomé-
type/Cotonou unilateral preferential trade regime expired at the end of 2007.
Indeed, by October 2007, the West Africa region informed the EU that in view
of the numerous issues still to be negotiated under the EPA, it would not be in
a position to conclude an agreement by the end of the year. This was of little
consequence for most West African countries. Indeed, out of the 16 countries
in the West Africa grouping (15 ECOWAS plus Mauritania), 13 were Least De-
veloped Countries (LDCs) at the time — Cape Verde has since graduated out
of the LDC group. Under the Everything But Arms (EBA) initiative of the EU,
as part of its Generalised System of Preferences (GSP), all LDCs exports are
granted duty-free and quota-free market access to the EU. The end of the Co-
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tonou preferences on 1 January 2008 therefore did not translate into a loss of
preferences for these 13 countries. On the contrary, Ivory Coast, Ghana and
Nigeria are non-LDCs, and as such could only benefit from the GSP as of 2008
in the absence of an EPA. The resulting loss of preferences was of little value
for oil-rich Nigeria, which therefore sided with the rest of the region. However,
for Ivory Coast and Ghana, the loss of preferences would have had a significant
impact on their economy, notably due to the high dependence on cocoa and
banana exports to the EU preferences, not covered by the EU GSP. As a result,
Ivory Coast and Ghana hurried to conclude on a country basis individual interim
EPAs, which also effectively grant duty-and quota-free status to all their exports.

Needless to say, this has been the source of serious tensions within West Afri-
ca. lvory Coast was chairing the region at the time. lvory Coast and Ghana were
blamed for undermining the regional solidarity. At the same time, Ivory Coast
and Ghana complained about the lack of support of the two regional organisa-
tions, UEMOA and ECOWAS, which did not help them in finding a solution and
conclude a more appropriate EPA. So, instead of consolidating regionalism in
West Africa, the interim EPAs are a splinter in the economic integration process.

Ivory Coast signed its interim EPA on 26 November 2008, which was duly noti-
fied a few days later to the World Trade Organization (WTO). In contrast, Ghana
only initialised its interim EPA at the end of the negotiations in December 2007,
but has never signed it. It is worth noting that Ivory Coast has not yet initiated
the ratification process of its agreement and none of them has started imple-
menting their interim EPAs. Concluding an interim EPA has thus allowed both
countries to keep the EU market open to their exports, without having conceded
to start offering some reciprocity yet.

In parallel, negotiations towards a final regional EPA have continued since
2008 with all West African countries. Progress has been slow, but the European
Commission remains hopeful of reaching a conclusion soon. There is indeed a
new sense of optimism among some EPA negotiators, not least in the European
Commission, which could mean that the conclusion of some EPAs is in sight,
notably in West Africa and EAC. This would be a welcome outcome, provided it
would reflect key interests of all parties. Indeed, should the region not be able
to reach a common position on EPA, it would seriously disrupt the economic
integration process in West Africa. Not only could ECOWAS not become an
effective custom union, but the UEMOA common external tariff would also be-
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come meaningless, as all imports from the EU would transit via Ivory Coast and
Ghana to reach the West African market. So while a regional ECOWAS-EU EPA
would be desirable, many uncertainties remain, and the disappointing experi-
ence of protracted negotiations definitely call for caution.

The development dimension

Linked to the regional integration dimension, another fundamental concern for
West Africa and the ACP in general has been the development dimension of
the EPAs, or at times the perceived lack of it. The commitment to development-
oriented EPAs, agreed upon by all the parties to the Cotonou Agreement, has
been reiterated on numerous occasions by the key EU institutions (European
Commission, European Parliament and the EU Council and its member states),
ACP institutions (ACP Council), and West African and pan-Africa groupings (Af-
rican Union, ECOWAS, UEMOA) and countries, as well as joint ACP-EU institu-
tions (Council, Joint Parliamentary Assembly).

This development dimension can be articulated along three distinct but closely
linked axes:

(1) EPA commitments to liberalise trade and establish clear rules for the
promotion of a better business environment, taking into account the ex-
clusions and transition periods available to ACP countries for tariff lib-
eralisation and for implementation of other parts of the agreement, and
flexibilities in areas such as safeguards and infant industry protection;

(2) the accompanying policies and reforms to institutions and structures
that are necessary to take advantage of the new trading opportunities,
and

(3) the provision of appropriate development support to cover adjustment
costs, carry out reforms and implement the agreement.

Within this framework, the Parties also recognise the clear need for the provision
of development assistance to build capacity, and implement the EPAs and ac-
companying reforms. The EU is committed to provide EPA-related development
assistance as part of the Aid for Trade initiative, through the European Develop-
ment Fund and other EU institutions’ and member states’ sources, as discussed
in Section 3. However, West Africa has called for larger and more comprehen-
sive explicit binding commitments from the EU in the framework of the EPA.
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The PAPED/EPADP

It is in this context that the West Africa EPA Development Programme (EPADP/
PAPED) originated. The PAPED is a West-African initiative, which has been
elaborated by and for the region through a broad participatory approach led
by the ECOWAS and UEMOA Commissions at both the regional and national
levels. It intends to provide a framework to the request by the EU to identify the
development cooperation needs resulting from an EPA.

In terms of structure, the PAPED justifies the need for EPA accompanying
measures, related to regional integration, on two grounds: to reap the benefits
and to mitigate the negative impacts of the EPA. The PAPED consists of 5 ‘axes’
for which EPA development support is needed, which are broken down further
into different ‘components’ describing areas for programmatic support. Specific
projects are elaborated at the national level through the definition of ‘National
Operating Plans’ and an overall financing cost for each component for the initial
five-year timeframe has been provided within the PAPED itself.

A breakdown of these costs by PAPED axis is shown in Figure 3.

In 2010, the total estimated cost of the PAPED, as presented in the overall re-
gional framework, was €9.54billion over an initial period of five years. Two thirds
of this amount is currently earmarked for trade-related infrastructure, such as
rehabilitation of energy, road and telecommunications networks.

It should be stressed here that many elements of the PAPED embody goals
with much broader relevance than the strict context of EPAs. The PAPED sets
out a common regional vision — shared by the two regional organisations ECO-
WAS and UEMOA - of economic integration both within West Africa and with
the wider world. As such, the PAPED may serve as a useful technical tool and
an invitation for all donors, EU and non-EU, to engage in a more effective and
coherent approach to addressing the trade-related and economic integration
needs of the region in general.
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Figure 3: Estimated Cost of Programmes by PAPED Axis (in Euro)
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The EU has responded positively to the PAPED initiative. In its Conclusions
on EPA Development Programme (PAPED) of 10 May 2010, the Council of the
European Union agreed to “increase its total aid for trade in coherence with
the gradual increase in overall development aid towards the established 2015
target and in response to needs prioritized by partner countries”. This is also in
line with the joint Aid for Trade Strategy adopted by the EU in 2007. This com-
mitment will be implemented through a range of existing channels at the EU
level and through the bilateral programmes of the EU Member States, as well
as through the contributions to the region via multilateral agencies, such as the
World Bank, the African Development Bank (AfDB) and United Nations (UN)
bodies. Besides reiterating commitments on aid for trade and aid effectiveness,
the EU estimates that (i) “funds available for PAPED-related activities from all of
its financing instruments over the next five years amount to at least 6.5bn Eu-
ros”, while (ii) “total aid for trade to West Africa from all donors can be projected
to exceed 12bn US dollars in the same period”.
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However, while the EU highlights the availability of resources to support the
PAPED, the Council Conclusion falls short of meaningful new funding com-
mitments. The potential of the EU response to the PAPED therefore lies in its
operationalisation.

The challenge ahead involves putting the Programme into operation, through
the work of the West African countries, regional organisations, and donors, in
order to exploit its potential added value as a strategic framework for AfT to
West Africa.

To do so requires coherence between the PAPED and other regional and
national strategic frameworks. As a tool designed, inter alia, to enhance the
economic integration of the region, the PAPED sits alongside other important
regional integration frameworks in West Africa, most notably the Regional Eco-
nomic Programme of the UEMOA, the Community Development Programme
of ECOWAS, Peace and Security initiatives and key sector policies (such as in
energy and the ECOWAP in agriculture), as well as national development strat-
egies. Effective mechanisms to ensure continuing coherence and coordination
of the frameworks’ implementation will be key to their success.

Ultimately, the merit of the PAPED and the EU support of it will depend on the
political will and capacity of both West Africa and the EU to effectively translate
principles and good intentions into coherent and coordinated actions.

The New EU Deadline: Amending MAR1528

The European Commission announced on 30 September 2011 that countries
that have concluded an Economic Partnership Agreement, but not taken the
necessary steps to initiate its ratification, would no longer benefit from the EPA
market access to Europe as from 1 January 2014. While the Council endorsed
the EC proposal, the European Parliament then voted in favour of a 2016 dead-
line instead. Following a trialogue between the European Commission, the
Council and the European Parliament, October 2014 has been set as a com-
promise, to match the end of the current Commission.

The EC Market Access Regulation (MAR) 1528 of 1 January 2008 provides

duty free quota and free market access for African Caribbean and Pacific (ACP)
countries that have concluded an EPA. The Regulation requires countries to

52



Sanoussi Bilal

initiate the ratification process of the Agreement within a “reasonable period of
time”. As it currently stands, the MAR is a temporary, unilateral instrument of
the EU to ensure that, pending the implementation of the agreement by ACP
countries, there would be no trade disruption.

The message sent by the EU is clear: if countries like Ivory Coast and Ghana
want to continue to benefit from EPA market access, either they have to sign
and start the ratification of their existing EPA or conclude a new regional EPA.
For others, either they will fall under one of the schemes of the new GSP (i.e.
Everything but Arms for LDCs, Standard GSP or GSP Plus) or they will have no
preferences (as might be the case for Botswana and Namibia).

The intention of the EU is also clear: set a new deadline to provide a new im-
petus towards the conclusion of final EPAs, wherever possible, at the regional
level. Replacing interim EPAs by regional final EPAs would certainly be a better
outcome. The threat of removing EPA market access has the parallel advan-
tage of seeking compliance with the WTO obligations should some countries be
tempted to maintain the status quo.

As a result, it should be expected that some countries, somewhat like in 2007,
will think harder about whether to conclude an EPA or not. Some countries
might be pressured to sign and start ratification, and ultimately implement, of
an EPA that might not really fulfil their ambitions and interests in terms of con-
tent, timing and geographical configuration, by fear of market disruption, in par-
ticular if they risk loosing preferential access to the EU. However, others might
simply walk out. If no common position can be found at the regional level, the
EPAs could seriously disrupt any regional integration effort. Indeed, how can
Ivory Coast and Ghana each have a bilateral free trade agreement with the EU,
opening their domestic market to European products, while their West African
partners, with whom they form a customs union, keep protecting their market
from the EU? As already mentioned above, in practice, EU goods would flood
the whole regional market via these two countries, rendering the West African
customs union and further integration process totally ineffective. This scenario
is not unique to West Africa; but it would have particularly detrimental conse-
quences for that region.

However, 2014 is not 2007. The world has changed and this time the response
might be different. The financial crisis invited itself to the dance, Africa has
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gained a lot more confidence in its economic prospects and the increasing im-
portance of “emerging” partners has brought in a new geopolitical dynamism,
de facto reducing the leverage of the EU. If a suitable agreement cannot be
reach, expect some West African countries to walk out of the negotiations ta-
ble. Whether the regional solidarity and common position will ultimately be
maintained remains to be seen.

Conclusion

The regional integration process of West Africa is first and foremost an endog-
enous process, owned by West African countries and the regional institution
setting they have designed to this end. Overreliance on external partners can
only undermine this ownership. West Africa must thus keep their regional des-
tiny in their own hands.

In doing so, however, they can usefully engage with third parties in a construc-
tive way to best accompany their own integration process. Europeans have
played an important role in this respect, as a source of inspiration as well as
a source of support to regional dynamics in West Africa. But the dominant role
played by Europe, as a model as well as aid dependency, may have also con-
tributed to some of the problems faced by the integration process in West Afri-
ca. The arguably well-intended economic partnership agreements have already
contributed to strain the relationship among West African countries and may
ultimately lead to a break up of the economic integration process in ECOWAS
and UEMOA, should West African countries fail to reach a common position at
the regional level.

In this respect, multilateral and international support to regional initiatives may
appear less constraining. So does the increasing engagement of emerging
players such as China, India and Brazil, but also Turkey, South Korea, Indone-
sia, etc., who could become more active partners of West African integration.
And the pan-African integration process may offer new opportunities for a multi-
speed, yet more coherent integration of the Continent and West Africa.

Ultimately, it should be for West Africa to determine the terms of engagement

with third parties in its integration process. Domestic and regional ownership, as
well as clear political leadership, will be key in this endeavour.

54



Sanoussi Bilal

References

ECOWAS (Economic Community of West African Countries), 2012. ECOWAS
Press Release, 289/2012, 25 October 2012.

ECOWAS (Economic Community of West African Countries), 2011. ECOWAS
Press Release, 065/2011, 9 May 2011.

ECOWAS (Economic Community of West African Countries), 2010. ECOWAS
Press Release, 105/2010, 3 July 2010.

Treaty of ECOWAS 1975. [pdf] Available at: <http://www.iss.co.za/AF/RegOrg/
unity to_union/pdfs/ecowas/3ECOWASTreaty.pdf>

55






lapadre, De Lombaerde, and Mastronardi

Lelio lapadre, Philippe De Lombaerde, and Giovanni
Mastronardi

Measuring Trade Regionalisation in Africa:
The Case of ECOWAS!

Introduction

The process of trade regionalisation can be defined as the tendency of trade
flows to grow more intensely among neighbouring countries belonging to the
same region (intra-regional trade) than among countries belonging to different
regions (extra-regional trade). This results from the setting up of an increas-
ing number of regional integration agreements on a preferential basis (region-
alism), as well as from the tendency of firms to develop their activities more
intensely within the borders of regions, than on a global scale (market-driven
regionalisation).

More generally, it must be acknowledged that the network of international trade
relations does not develop at the same rate across different partner countries.
On the contrary, as predicted by gravity models, the intensity of bilateral trade
flows exhibits a high degree of variability, depending on the relative size of the
partner countries and on their distance, as well as on a set of additional factors
segmenting national markets (tariffs, quantitative restrictions, different curren-
cies, regulations, and so on) or creating preferential linkages, such as the use
of a common language, migration flows, and free-trade agreements.

1 This paper is an updated and extended version of lapadre and Luchetti (2009).
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Regionalism is at the core of an intense debate in academic and policy cir-
cles. On the one hand, regional integration, particularly if it goes beyond the
simple removal of trade barriers, has the potential to augment the production
of transnational public goods and solve many difficult problems in the gover-
nance of cross-border relations. More specifically, the integration level that can
be achieved on a regional scale is believed to be deeper than what could be
feasible at the multilateral level. On the other hand, the development of often
overlapping preferential integration schemes can have detrimental effects, by
fragmenting the set of market regulations, diverting trade flows, and making the
progress of multilateral negotiations more difficult. It is, therefore, of paramount
importance to measure correctly the intensity of trade regionalisation, in order
to improve the understanding of economic globalisation, feed the public debate
on its effects on the progress of societies, and support decision-making at all
levels.

One of the central stylized facts about intra-regional trade in Sub-Sahara Africa
refers to its relatively low levels, which can then either be interpreted as an il-
lustration (or even demonstration) of the ineffective or failing regional economic
arrangements, or as an indicator of the lacking pre-conditions for further and
deeper regional integration in the various African sub-regions. However, empiri-
cal evidence about trade regionalisation is often based upon simple statistical
indicators that do not take adequately into account cross-country differences
in the value of total trade, leading to unreliable rankings across regions. After
recalling the limitations of these traditional measures, this paper presents a set
of relatively new statistical indicators, with the aim of assessing more correctly
the actual degree of regionalisation of trade among African countries.

The approach followed here is one of descriptive statistics. There is no ambi-
tion to es-tablish causal relationships between the intensity of trade flows and
regional integration agreements or other possible factors, a task which would
require an econometric exercise going beyond the limits of this paper.

The next section presents a brief overview of the empirical literature on intra-
regional trade dynamics in West-Africa with its main findings. Section 3 pres-
ents an overview of the results obtained by applying to African countries a set
of traditional and new indicators of trade regionalisation. To this purpose, Africa
has been divided into six non-overlapping regions, which correspond, as far as
possible, to the main regional integration areas. Countries belonging to more
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than one RIA have been assigned to the region towards which they show the
maximum level of revealed trade preferences, as defined below. A list of regions
with their member countries is provided in the Annex. The country composition
of each region has been kept constant over time, regardless of the dates in
which member countries accessed the RIAs. Section 4 is devoted more specifi-
cally to Western Africa, distinguishing between member countries of the West
Africa Economic and Monetary Union (WAEMU) and the other members of the
Economic Community of West African States (ECOWAS). The idea is to show
to what extent the use of a common currency results into more intense intra-
regional trade flows. Section 5 concludes by putting the issue of trade region-
alisation under the more general perspective of Africa’s role in global trade,
arguing that the policy priority should be creating the material and immaterial
infrastructure needed to increase the international openness of African coun-
tries, in a view to expand simultaneously intra- and extra-regional trade.

Trade Regionalisation in West-Africa: a Brief Literature Review

It is commonly believed that trade among African countries is relatively low,
even in comparison with other developing areas. For example, UNCTAD (2009)
compares the intra-regional trade share of African countries (9 per cent on av-
erage between exports and imports in 2004-06) to that of developing America
(20 per cent) and Asia (47 per cent), and presents data going back to 1960,
concluding that “Africa has consistently had a considerably lower proportion
of intra-regional trade than other regions” (UNCTAD, 2009: 21).2 Other ana-
lysts have also pointed to the low and insufficient levels of intra-regional trade
in West-Africa, in particular, and Sub-Sahara Africa, more in general, and to
the marginal increase of intra-regional trade levels over several decades of
formal regionalism (Straubhaar 1987; Foroutan 1993; Foroutan and Pritchet
1993; Elbadawi 1997; O’Connell 1997: 140-142; Lyakurwa et al. 1997: 180;
Jebuni 1997; Ogunkola 1998; Inter Africa Group 2002; Goldstein 2002, 2003;
Diabré 2003; Kennes 2003; Slocum et al. 2003; Longo and Sekkat 2004; Odu-
laru 2009; Keane et al. 2010; Zannou 2010; Igue 2011; Rommel 2011). The low

2 ltis often argued that official data underestimate the actual importance of intra-regional trade in
Africa, due to the large size of illegal and informal cross-border transactions. Although this pro-
blem can be particularly relevant for some countries, the overall picture should not be affected
significantly (UNCTAD, 2009: 107).
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levels of manufactured intra-industry trade have also been observed (Goldstein
2003: 42). And as Elbadawi remarked, “any number of ‘normative’ approaches
- based on growth or welfare considerations - could be marshalled to derive the
conclusion that [Sub-Sahara Africa] is not sufficiently integrated and that intra-
SSA trade is ‘too little’” (Elbadawi 1997: 213).

These low levels of intra-regional trade are considered to be the long-lasting
result of trade patterns established in the colonial age, when African countries
were led to export their natural resources to Europe, without building econom-
ic linkages with neighbouring countries (NISER 2002). Moreover, this is often
presented as evidence of the failure of regional integration agreements (RIAs)
among African countries to achieve their trade goals. As Yeates (1999) and
Goldstein (2003: 42) have noted, the ‘mild’ increase in intra-African trade ob-
served in the early 1990s (from approximately 8 per cent in 1989 to approxi-
mately 12 per cent in 1995) cannot be ascribed to the expansion of trade within
country groupings covered by a preferential trade agreement. Using a gravity
model of bilateral (non-oil-trade) flows, Foroutan and Pritchett (1993) did not
find a statistically significant dummy variable for ECOWAS; only for CEAO did
they find a significant effect of membership on bilateral trade flows. At the same
time, they point to the fact that intra-African trade appears to be relatively close
to what their gravity model predicts. In other words, the ‘relatively low’ levels of
intra-African can be explained relatively well by the economic size of the trade
partners and their mutual distance, at least on average. This is an important
point which connects with what will be said in the rest of this article. Using an
extended gravity model, Elbadawi (1997: 224-226) finds that both CEAO and
ECOWAS significantly increase intra-bloc trade, using data for the first half of
the 1980s. However, using data for the second half of the 1980s, it is shown
that CEAQO ceases to stimulate intra-regional trade (while being trade divert-
ing), and that the trade effect of ECOWAS is reduced. In another study by So-
loaga and Winters (2000) no significant changes were found in the propensity
for intra-block trade in their econometric evaluation of the trade effects of the
creation or revamping of several regional integration schemes in the 1990s.2
Gbetnkom and Avom (2005) estimate gravity-type models for analyzing intra-
WAEMU trade and arrive at the conclusion that, although WAEMU membership

3 Inonly a few cases, either imports or exports (not combined) showed significant trade diversi-
on (Soloaga and Winters 2000).
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positively (and statistically significantly) influenced trade flows in the late 1990s,
intra-regional trade is still at levels below their predicted potential, generally
speaking.

This weak link that seems to exist between regional integration and intra-region-
al trade is not only due to poor implementation of regional commitments (rules
and policies), but also to the multiplication of non-tariff barriers (NTBs) and the
lack of fundamental conditions for their success, such as good infrastructure,
the complementarities of specialisation patterns, macro-economic stability, and
good governance (Oyejide 1997; Lyakurwa et al. 1997; Kennes 2003: 156-157;
Longo and Sekkat 2001, 2004; Keane et al. 2010; DFID 2011).

With respect to the trade effects of exchange rate stability, West Africa obviously
offers an interesting case, with some countries sharing a common currency and
others maintaining monetary autonomy. Although some cross-country studies
suggest that there is some evidence of a positive effect of exchange rate stabil-
ity on trade for developing countries, overall there seems to be mixed evidence
when zooming in on Sub-Sahara Africa in the 1980s and 1990s (O'Connell
1997: 126-127). Using data on UEMOA imports, for example, Medhora (1990)
finds no evidence of an effect of exchange rate stability/volatility on trade. El-
badawi (1997) does find significant positive effects of monetary integration in
CEAO on intra-bloc trade in the early 1980s, but these effects are reversed
in the late 1980s.* However, more recent work by Fielding and Shields, in the
context of testing the endogeneity of the OCA criteria for the franc zone, shows
substantial and statistically significant effects of common CFA membership on
bilateral trade flows in Sub-Sahara Africa (Fielding and Shields 2005).5> And
Zannou (2010) also finds evidence of a positive linkage between exchange rate
stability and intra-ECOWAS trade.

For the reasons stated above, increasing intra-African commercial interactions
is often considered as one of the prioritary intermediate objectives of national,
regional or inter-national policy action by e.g. African Union, NEPAD, UN
agencies, the OECD, Common-wealth Secretariat, United Bank of Africa,
Afreximbank, DFID, etc. (UNU 2002; Diabré 2003; Campbell 2003; UNECA

4 Similar effects were obtained by Devarajan and de Melo (1990).
5 See also, Cuyvers et al. (2005: 130-132).
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2004; Odularu 2009; Keane et al. 2010; Nonor 2010; DFID 2011; Ekra 2012).
Apart from the to-be-expected static and dynamic economic gains from further
integration it has also been suggested that reaching minimal critical levels of
economic interdependence in West Africa, might produce positive effects on the
political dynamics in the region (Goldstein 2003: 56).

The apparently low levels of intra-African trade will be closer looked at in the
next section.

Trade Regionalisation in Africa: a Quantitative Assessment

The simplest statistical indicator used to assess the relative importance of intra-
regional trade is its share of the region’s total trade (intra-regional trade share, Si):

S=t/t [ 1]
0< Si <1
in which: t.= region i’s intra-regional trade (exports plus imports);

t = region i’s total trade.

Given its intuitive appeal, this indicator is often used in the empirical analysis of
RIAs (see, for example, WTO 2011: Table 1.4).

Intra-regional trade shares for the six African regions identified in this paper are
shown in Figure 1. In Figure 2, the shares for ECOWAS and WAEMU are com-
pared with the corresponding values for selected regions worldwide.

EAC, ECOWAS and Southern Africa show relatively larger intra-regional trade
shares, at levels slightly lower than in some American regions, such as Cari-
com, Central America and Mercosur. This indicator is only about 2 per cent in
AMU, Central Africa and North East Africa, even below the level in SAARC,
where it is currently around 3.5 per cent.

An upward trend of the intra-regional trade share in the last two decades is vis-
ible only for ECOWAS, North East Africa, and Southern Africa.
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Figure 1: Intra-Regional Trade Shares for African sub-regions, 1990-2010
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Figure 2: Intra-Regional Trade Shares for ECOWAS, WAEMU and Selected
World Regions in %, 2008
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Unfortunately, as shown by Anderson and Norheim (1993), among others, the
intra-regional trade share incurs at least two problems, impairing its use for
cross-region and time-series analyses. Regardless of the level of trade integra-
tion, a region’s intra-regional trade share is positively affected by:

the number of its member countries, for any given value of its total trade;
its size in terms of total trade, for any given number of member countries.

The latter problem is particularly insidious, because it gives the intra-regional
trade share a pro-cyclical bias, so that dynamic regions, whose trade grows
more rapidly than the world average, tend to show rising intra-regional trade
shares regardless of their degree of trade integration, that is, even assuming
that the weight of every partner in the region’s trade is equal to its weight in
world trade (‘geographic neutrality’).

One possible alternative is offered by the intra-regional trade intensity index (Ii),
which, in its simplest specification, is equal to the ratio between region i’s intra-
regional trade share (Si) and its share of world trade (Wi):G

I = Si/Wi = (t“/ti')/(ti_/T) [ 2]
0=<l= (T/ ti)
in which: t. = region i's intra-regional trade;

t = region i’s total trade;
T = world trade.

6 It should be reminded that, since no country can trade with itself, the denominator of the index
should be corrected by subtracting from the region’s total trade, as well as from world trade, one
n-th of the region’s total trade (where n is the number of countries in the region), as shown by
Anderson and Norheim (1993: 82, footnote 6). This correction ensures that the index is approxi-
mately equal to unity, if the geographic orientation of the region’s trade is not inward biased. The
more similar are the trade values of member countries, the lower is the approximation error. See
also Frankel (1997: 25-29). The Anderson and Norheim correction is important for comparing
trade intensity levels of different regions, but may be neglected if the interest is focused on the
time path of intra-regional trade intensity in a single region. On the other hand, this correction
does not solve other problems raised by the fact that no country can trade with itself, which were
highlighted by Savage and Deutsch (1960). A more rigorous correction procedure has been
proposed by Freudenberg, Gaulier and Unal-Kesenci (1998). See also Gaulier, Jean and Unal-
Kesenci (2006).
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This index is equal to one if the region’s weight in its own trade is equal to its
weight in world trade (geographic neutrality). In contrast, if intra-regional trade
is relatively more important than trade flows with the rest of the world, as is usu-
ally the case, the index is higher than one.

Correspondingly, an extra-regional trade intensity index (Ei) can be defined as:

E=(1-8)/(1-W) [ 3]
0<E=<[T/(T-t)]

Intra-regional trade intensity indices have sometimes also been used in the
study of African trade (see, for example, Yang and Gupta, 2007), in which they
reach very high levels, leading to the conclusion that intra-regional trade is
much more important for African countries than could be expected upon the
basis of their weight in world trade. Figure 3 shows these indicators for the six
African regions of this paper.

Figure 3: Intra-Regional Trade Intensity Index
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The figure is made difficult to read by the extremely high levels reached by this
indicator in EAC, in which the intra-regional trade share happens to be more
than 100 times larger than the region’s weight in world trade. Intra-regional
trade-intensity indices are always much higher than the value of 1 also in the
other five regions, but show an upward trend only in North East Africa and
Southern Africa.

The intra-regional trade intensity index, despite overcoming the limitations
faced by the unadjusted trade share, is, in turn, affected by a number of statisti-
cal problems, which limit its interpretability and usefulness:

1. range variability: the maximum value of the index is a decreasing function of
the region’s total trade, so that indices computed for different regions and/
or periods are not perfectly comparable with each other;

2. range asymmetry: the range of the index below the threshold value of 1 is
much smaller than above, which may give rise to biased assessments of
its changes, and create problems in econometric estimates involving the
index;

3. dynamic ambiguity: intra- and extra-regional trade-intensity indices can
move in the same direction, if certain conditions hold, creating problems in
their interpretation.

A possible solution has been proposed by lapadre (2006) with a regional trade
introversion index, which measures the intensity of “revealed trade preferenc-
es” (RTP) among countries belonging to the same region.’

The regional trade introversion index (Ji) is based upon a modified version of
intra- and extra-regional intensity indices (Hli, HEi), in which the intra-regional
trade share is compared to the region’s share of the trade of other regions (and
not of world trade), so that their range is independent of the size of the region.
Ji rises (or falls) only if the intensity of intra-regional trade grows more (or less)
rapidly than that of extra-regional trade. The index is made symmetric through
a transformation of the ratio between HI, and HE, so that the threshold value of
geographic neutrality (Ji = 0) divides its range into two equal parts. Moreover,
an increase in Ji shows that the intensity of intra-regional trade flows has grown

7 See also, lapadre and Plummer (2011).
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more than that of extra-regional trade, solving the dynamic ambiguity problem
of traditional trade intensity indices. Its formula is the following:

J.= (HIL = HE, )/(HI + HE, ) [ 4]
~1<J <1

in which:

HI = S/V, = (t/t J(t /t )

HE = (1-S)/(1-V)

= region i’s intra-regional trade;

t = region i’s total trade;

tr. = region i’s extra-regional trade;
total trade of the rest of the world.

—
1]

The corresponding regional trade extroversion index (Fi) can be defined as:

F. = (HE,— HI J(HE, + HI.) = - [ 5]
~1<F <1

A further interesting property of the regional trade introversion index is that it si-
multaneously measures the relative intensity of intra-regional trade in the target
region i and in the rest of the world, taken as a single “complementary region”.
Stated differently, if the world is divided into two regions, since, by definition,
S,=(1-V,);V,=(1-3)), and vice versa, it is easy to show that J, = J,, inde-
pendently of the size of the regions. Intuitively, it is reasonable that, if the world
is divided into only two regions, any level of trade introversion in one of them
implies the same result in the other, with the limiting case in which both regions
are completely isolated from each other.

The trade introversion indices for our six African regions are shown in Figure
4. The main facts already visible in the previous figures are not altered, but this
indicator is better suited to allow reliable comparisons across different regions.

The regional trade introversion index can be seen as a particular case of the
bilateral RTP index, showing the relative intensity of trade flows between a pair
of countries or regions (lapadre and Tironi, 2009).
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Figure 4: Regional Trade Introversion
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A more comprehensive picture of regional trade in Africa is offered by Table 1,
which shows RTP indices not only for intra-regional trade (introversion indices),
but also for trade between each pair of African regions, as well as for their trade
with the European Union (27), which is by far the most important extra-regional
partner of African countries.

Taking the RTP index of the “rest of the world” as a benchmark of international
trade integration, the table shows that regional trade introversion is particularly
high in Sub-Saharan Africa (SSA). In other words, the inability of SSA countries
to participate successfully in extra-regional trade translates into a relatively high
intensity of trade with regional partners, which illustrates the concept of “trade
introversion” used to name the RTP index for intra-regional trade. On the other
hand, regional trade introversion is relatively low in the AMU region, due mainly
to its more intense linkages with the European Union. While, in the 1990s, trade
introversion was on the rise everywhere (except in Central Africa), most African
region have experienced a marked decline of the index in the last decade.
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Table 1: Revealed Trade Preference Index

Revealed Trade Preference Index
1990 A CENTRAL Eac ECOUAS H;ETTH SOUTHERN | EUROPEAN RETE:EDF
AFRICA oy AFRICA LIMIOH WORLD
AU 0,52
[CENT RAL AFRICA 0,56 0,90
EAC 0,38 0% 0,99
ECOVIAS 0,30 0,68 -0,37 0,89
HORTH EAST AFRICA 0,31 0,82 0,69 -0,93 0,68
SOUTHERN AFRICA 0,82 0,54 0,47 -0,27) 0,72 0,71
EUROPEAN UMION 0,52 0,32 0,09 0,07 0,08 0.1 0,68
REST OF THE WORLD 0,57 02 -0,32 -0,23) 0,10 40,05 -0.70 0,71
HORTH REST OF
2000 AU CEJRTE‘RL EAC ECOWAS EAST Si";ELE:” EUURSE';AH THE
AFRICA WORLD
AU 0,62
CENTRAL AFRICA 0,02 0,57
EALC 0,87 0,52 0,99
ECOVIAS 0,08 0,78 -0,25 0,92
NORTH EAST AFRICA 0,19 078 0,83 -0,84 0,73
SOUTHERN AFRICA 0,64 037 0,85 0,29 0,44 0,88
EURCPEAN UMION 0,60 0,09 -0,15 -0,03 0,04 40,08 077
REST OF THE WORLD 0,68 0,18 -0,30 -0,17] 0,07 0,18 -0.77 0,78
HORTH REST OF
2010 AU Cﬁ;gﬂ" EAC ECOWIAS EAST Si";chf” E”URSEEJA” THE
AFRICA WORLD
Ay 0,58
CENTRAL AFRICA 0,00 0,54
EALC 0,73 0,19 0,98
ECOWAS 0,20 0,68 -0,27] 0,88
HNORTH EAST AFRICA 0,56 0,51 0,75 -0,41 0,74
SOUTHERN AFRICA 0.8 0,03 0,83 0,47 0,28 0,88
EURCPEAN LIMIOH 0,48 0,04 -0,41 -0,19) 0,18 0,20 0,75
REST OF THE WORLD 40,48 0,05 -0,10 -0,04) 0,0 0,05 -0.78] 0,77]
Source baged on IMF DOTS data.

Trade flows among different African regions are relatively less intense than intra-
regional flows and strongly affected by geographical distance. In fact, positive
RTP indices for inter-regional flows were recorded almost exclusively between
neighbouring regions in 2010. However, RTP indices for inter-regional flows
among African areas have been generally increasing in the last two decades,
particularly those involving ECOWAS and Southern Africa, whose bilateral in-
dex has become positive.

What is possibly more striking in Table 1 is that RTP indices between African
regions and the European Union show a generalized downward trend in the last
two decades and, leaving aside AMU, all became negative in 2010. Far from
stimulating more intense trade with African countries, EU preferential integra-
tion policies have failed to prevent a weakening of bilateral trade linkages.
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On the other hand, RTP indices for African regions with the rest of the world
(excluding Africa and the EU), despite remaining mostly negative, have con-
sistently risen in the last two decades, possibly reflecting the growing role of
African countries as the suppliers of raw materials to China and other emerging
countries.

The fact that, overall, trade among African regions has been growing more rap-
idly than intra-regional trade is confirmed by the dynamics of the assortativity
coefficient, an indicator proposed by Newman (2003) in the context of “binary
network analysis” in order to measure to what extent interactions among a net-
work’s nodes tend to follow a “homophilic” pattern. When applied to a multi-
region matrix of trade values (lapadre and Tironi, 2009), this index measures
globally the tendency of countries to trade more in-tensely with intra-regional
partners than with partners in other regions.

The resulting intra-regional assortativity coefficient can be defined as:
CAI'= (Tr(R) — [IR?l) / (1 = [IR?]) [ 6]

in which R is the matrix of intra- and inter-regional trade flows, divided by their
total, Tr is the trace operator, and ||R?|| is the sum of all the elements of matrix
R2.

IAC is equal to zero in the case of geographic neutrality, that is, when regions
trade with each other in proportion to their total trade values, and reaches a
maximum value of one in the limiting case of no inter-regional trade. On the
other hand, in the limiting case of no intra-regional trade, the minimum (nega-
tive) value of IAC is equal to:

=[R2/ (1 = [IR*[]).2

8 The minimum IAC of —1 (perfect disassortativity) is reached when Tr(R) = 0 (no intra-regional
trade) and ||R?|| = 0.5. The latter parameter depends on the distribution of extra-regional flows
and on the number of regions. It can be shown that ||R?| is equal to 0.5 only for a two-region
world with no intra-regional trade. For a symmetric matrix with a number of regions larger than
2, the minimum IAC is higher than —1 and grows with the number of regions.
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In the case of Africa, the IAC index is relatively high, confirming the presence of
regional trade introversion, but tends to fall over time (from 0.64 in 1990 to 0.51
in 2010), reflecting the relative intensification of inter-regional flows.

Another important aspect of trade regionalisation is the geographic diversifica-
tion of trade flows. If the distribution of intra-regional exports and imports were
proportional to the trade size of regional partners (geographic neutrality), this
could reveal that distance-related intra-regional barriers do not affect the direc-
tion of bilateral trade flows, showing the progress of regional integration.

An intra-regional geographic neutrality index (IIRGNIi) can be defined as the
Finger-Kreinin similarity measure between the country distribution of each re-
gion’s intra-regional trade and its neutrality benchmark, based upon the value of
each partner’s extra-regional trade. Its formula is as follows (lapadre and Tironi,
2009, p. 12):

IIRGNIi =1- ZJ.;ﬁi|ISij - IVijl 12 [ 7]
in which:

ISi. = partner j's share of region i’s intra-regional trade;
Vij = partner j's share of region i’s total extra-regional trade.

This index ranges from 0, when region i’s intra-regional trade is concentrated
with partners which have no extra-regional trade, to 1, when it is neutrally-dis-
tributed across all its possible regional partners. Figure 5 shows IRGNIi for the
six African regions of this paper.

There is no clear trend in the data, with Southern Africa evolving towards a
higher degree of intra-regional neutrality, and other regions moving more errati-
cally or in the opposite direction (ECOWAS). Overall, the process of regional
integration does not appear to have significantly reduced the importance of
distance-related barriers to bilateral trade within African regions.

A more precise assessment of trade regionalisation can be given by considering
also the overall (intra- and extra-regional) trade openness level of each region.
High levels of regional introversion are more worrying when they come together
with low levels of trade openness, underlying the fact that intra-regional trade
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preferences are not so much the result of successful integration policies as the
unavoidable outcome of problems in extra-regional trade.

Figure 5: Geographic Neutrality of Intra-Regional Trade
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A region’s relative degree of openness (O,) can be measured by its trade-to-
GDP ratio relative to the world average trade-to-GDP ratio:

O,= (t y)I(TIY)

in which:

—

_Ii_
Y,
Y

[ 8]

region i's total trade

world trade

region i's gross domestic product (GDP)
world GDP

However, this indicator is affected by several problems, similar to those already
dis-cussed for trade-intensity indices. A possible solution is a symmetric indica-
tor of relative trade openness (SOi), which is equal to zero if the region’s degree
of openness is equal to the world average:

SO, = {(t,y) ~ [T =t Y =) At ) + [Tt WY =y)} [ 9]

—1SSOiS1
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The trade-to-GDP ratio is an imperfect measure of trade openness for a variety
of reasons. First of all, it should be recalled that trade flows are measured in
terms of gross output (including the value of intermediate goods), whilst GDP is
expressed in terms of value-added. This problem cannot be easily solved be-
cause data on the value of gross domestic production are not readily available.®
Secondly, since GDP includes the services sector, trade in goods and services
should be used in the numerator. Thirdly, independently of these statistical prob-
lems, the trade-to-GDP ratio should be used very cautiously in cross-country
comparisons, because it is inversely related to country size (see Anderson and
Norheim, 1993: 80, footnote 1). All other things being equal, larger countries
tend to show lower trade-to-GDP ratios, only because they face a smaller ratio
be-tween the size of foreign and domestic markets.

Keeping these reservations in mind, we can assess the relative trade-openness
levels of our six African regions in Figure 6.

Figure 6: Relative Openness (Symmetric indicators)
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9 Recently, the World Trade Organization has launched the “Made in the World” initiative, a pro-
ject aimed at measuring trade in value-added terms, and some preliminary results have already
been published (see: <http://www.wto.org/english/res_e/statis_e/miwi_e/miwi_e.htm>).
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Notwithstanding their very small size, which should translate into high openness
indicators, all African regions tend to show relatively low and often decreasing
SOi indices. In two of them, the trade-to-GDP ratio is even lower than the world
average, as shown by the negative sign of the SOi index.

It can be argued that high levels of regional introversion tend to be accompa-
nied by a low degree of overall trade openness, and this is particularly evident
in the case of EAC.

Monetary Integration and Trade Regionalisation in Western
Africa: a Description of the Evidence

Western Africa is sometimes indicated as one of the few African regions in
which regional integration initiatives have been relatively successful in terms of
actual trade liberalization. Yet, the structural features limiting the international
openness of African countries are also particularly strong in this area, exacer-
bated by very serious problems of political instability. On the other hand, the use
of a common currency, which is one of the legacies of the colonial past in an
important sub-set of the region’s countries (WAEMU), might have facilitated the
growth of intra-regional trade.

A preliminary quantitative assessment of these issues can be given by apply-
ing the indicators presented in section 2 to two distinct sub-regions of Western
Africa, namely the eight countries belonging to the WAEMU (Benin, Burkina
Faso, Cote d’lvoire, Guinea Bis-sau, Mali, Niger, Senegal, and Togo) and the
remaining seven ECOWAS members (Cape Verde, Gambia, Ghana, Guinea,
Liberia, Nigeria, and Sierra Leone).

As in other African regions, the intra-regional trade share looks relatively low
both in the WAEMU and among the other ECOWAS members (figure 7). How-
ever, there is a strong difference between the two groups, with the WAEMU
showing much higher levels than the rest of ECOWAS, notwithstanding its
lower size (in 2010 total trade was about 45 billion dollars in WAEMU, against
about 165 billion dollars for the rest of ECOWAS, largely recorded by Nigeria).
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Figure 7: Intra-regional trade shares in Western Africa
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A similar message is conveyed by the regional trade introversion index (figure
8), which, in the case of WAEMU, stands at levels very close to the range
maximum of one, where-as for the rest of ECOWAS shows a downward trend,
reaching levels among the lowest in Sub-Saharan Africa. This result stems
mostly from the fact that WAEMU'’s weight in world trade has remained very
low in the last two decades (slightly more than 0.1 per cent), whereas the rest
of ECOWAS has risen from 0.3 per cent in 1995 to more than 0.5 per cent in
2010. In other words, the latter sub-region, although expanding its participation
in world trade, has not succeeded in strengthening its intra-regional integration.
It is interesting to note that revealed trade preferences between the two sub-
regions are much higher than among non-WAEMU ECOWAS countries (0.93
vs. 0.59 in 2010).

The higher level of regional introversion in the WAEMU is to be related also
to its lower degree of trade openness with respect to the rest of ECOWAS. As
shown by figure 9, in both sub-regions the index of relative openness is positive,
i.e. higher than the world average. However, its level is particularly low in the
WAEMU, notwithstanding the tiny size of its economy.
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Figure 8: Regional trade introversion in Western Africa
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Figure 9: Relative trade openness in Western Africa (symmetric indicators)
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Figures 10 and 11 allow to see synthetically how intra-regional revealed trade
preferences have changed in each country over the last two decades. In the
case of WAEMU, most member countries have reinforced their already ex-
tremely high levels of intra-regional RTPs. Conversely, in the rest of ECOWAS,
the dominant trend is downward, with the only exception of Cape Verde.°

As already argued, these descriptive indicators, although offering a precise
measure of trade regionalisation, do not allow to establish causal relationships,
and in particular do not allow to estimate to what extent the differences between
the two ECOWAS sub-regions are due to the use of a common currency in
WAEMU.

Figure 10 Intra-regional revealed trade preferences in the WAEMU
(changes 1990-2010)
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10 According to IMF DOTS data, Cape Verde had no trade with any country of its sub-region in
1990. Even in 2010, its intra-regional RTP index remains negative and very low. Negative intra-
regional RTP indices are also shown by Guinea and Liberia.
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Figure 11: Intra-regional revealed trade preferences among non-WAEMU
ECOWAS countries (changes 1990-2010)
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Other factors may play a role, for example, the fact that most non-WAEMU
countries (except Guinea, Liberia and Sierra Leone)* do not share common
borders. However, it seems reasonable to guess that monetary integration has
facilitated intra-regional trade in WAEMU.

Considering the geographic diversification of intra-regional trade, figure 12
shows that WAEMU is also characterised by a higher index of neutrality, with
respect to the rest of ECOWAS. In other words, trade among WAEMU countries
appears to be relatively less affected by distance-related barriers, confirming
a better degree of intra-regional integration. However, in both sub-regions the
index of geographic neutrality shows a de-creasing trend in the last two de-
cades, which could suggest that bilateral preferential flows have become more
important.

11 Guinea, Liberia and Sierra Leone are also members of the Mano River Union (MRU), but politi-
cal instability and conflicts have seriously undermined their integration agenda (ECA, 2007).
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Figure 12: Geographic Neutrality of Intra-Regional Trade in Western Africa
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Conclusions: Regional Trade Integration and the Role of Africa
in World Markets

All the indicators presented so far tend to convey the idea that trade regionalisa-
tion in Africa is not low. Although intra-regional trade shares are much smaller
than in other developing regions, they are much larger than would be expected,
given the size of African regions in world trade. In other words, Africa shows a high
degree of regional trade introversion, which seems to be mainly due to its very
limited capabilities in extra-regional trade (constrained by several domestic and
external barriers), rather than to the process of regional integration.*2 This is true
also in Western Africa, and particularly in the WAEMU, though in this sub-region
intra-regional trade might have been facilitated by the use of a common currency.

Some small signs of change are, however, visible in the data, notably the down-
ward trend of trade introversion in some regions, and in particular in ECOWAS,
which is matched by slightly more intense flows among African regions and with
the rest of the world, with the striking exception of the EU.

12 See also, DFID (2011).
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To a certain extent, these changes can be traced back to the recent upsurge of
several African economies, led mainly by the booming demand for raw materi-
als from China and other emerging countries. Africa’s share of world exports,
which had gradually declined until the late 1990s, has been rising in the last
decade (Figure 13). However, this recovery is mostly due to the large increase
in the prices of primary commaodities, as is shown by the fact that Africa’s share
of world manufactured exports has grown less and re-mains much lower than
its share of total merchandise exports.

The inability of African countries to develop a competitive manufacturing indus-
try appears to be the main reason of their persistent marginality in world trade,
which also explains their high regional trade introversion. Notwithstanding the
persistent uncertainty about the global economic outlook, raw material prices
remain high. This could create new opportunities to adopt the structural reforms
needed to engender a sustainable development process in African countries.
Regional integration policies could give an important contribution to overcoming
this challenge. Their success will, however, be measured more by their ability
to create the necessary infrastructure for a more effective integration of African
countries into world markets, than on their impact on intra-regional trade.

Figure 13: Africa’s Shares of World Exports
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Make or Break:
The Varying Trade Effects of the Euro

Introduction

In the 1990s, the revival of monetary unions as a real world policy option was
accompanied by controversial debates about economic preconditions for
successful integration. In Europe, a sizable literature empirically examined the
level of economic integration among countries, aiming to determine if potential
candidates were ready for Economic and Monetary Union (EMU). The definition
of convergence criteria, along with the establishment of the stability and growth
pact, provide further evidence supporting the view that the real convergence
of member countries was widely considered to be of relevance for the success
of the common currency. In a similar fashion, in the Western Hemisphere,
Ecuador’s (emergency) plans to adopt the US dollar as its national currency
were greeted with great skepticism. Stanley Fischer (2001, p. 7), then Vice
President of the International Monetary Fund, notes: “The decision to dollarize
was taken in desperation. The authorities did not consult with us [...] if they had
asked us; we would have said that the preconditions for making a success of
dollarization were not in place.”

In recent years, however, policy-making, especially in Europe, seems to have
been increasingly dominated by the Nike (“Just Do It”) approach to monetary
integration; see Barry Eichengreen (2002) for a more extensive discussion of
the possible sequencing of policy measures. This policy shift may have been
initially due to the early success of EMU. Institutions, most notably the newly
established European Central Bank, were functioning well and the internal and
external value of the new currency proved to be stable. With the EMU operating
smoothly, a partial departure from previously agreed principles seemed
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affordable. Later, in times of crisis, policy-makers agreed to a wide range of
unconventional and ad hoc measures, desperately trying to signal that they
were prepared to do whatever it takes to save the euro.

In this paper, | further examine the effects of monetary integration on trade,
specifically, the argument that the adoption of a common currency is likely to
foster economic integration among member countries. Frankel and Rose (1998),
for instance, convincingly argue that the optimum currency area criteria are
endogenous.” ? In contrast, Berger and Nitsch (2013a,b) emphasize in a series
of papers, the possible emergence of asymmetries such as bilateral trade imba-
lances after the elimination of nominal exchange rate flexibility.> Nitsch (2005)
further highlights the costs of monetary integration by analyzing the extensive
evidence of currency union break-ups in the post-WWII period. In this paper, |
explore the possible disintegration effects of monetary integration.

To analyze this issue, | follow the empirical literature on the real effects of
EMU. A sizable body of previous work interpreted the free decision of eleven
European countries to adopt the euro as a natural experiment to examine the
effects of monetary integration. In contrast to most of this work, my main focus
is not on the overall effect; rather | am particularly interested in the variation of
the effect across member countries.

The result of this examination is that, although trade among EMU member
countries seems to be particularly intense on average, the trade effects have
spread more unevenly over time. These results add to previous findings of
growing trade imbalances in the euro area.

1 Frankel and Rose (1997, p. 754) even argue: “Countries which join EMU, no matter what their
motivation, may satisfy optimum currency area criteria ex post even if they do not ex ante!” (em-
phasis added).

2 A sizable number of studies indeed document an increase in trade intensity among EMU mem-
ber countries after the adoption of the euro; see Baldwin (2006) for an extensive summary and
Berger and Nitsch (2008) for an alternative view.

3 Earlier literature was particularly concerned about possible industry location effects after a dec-
line in transaction costs due to monetary integration; see, for instance, Krugman (1993).
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The remainder of the paper is structured as follows: the next section briefly
describes the methodology and data, followed by the main section of the paper
which presents the empirical results. Finally, a short summary concludes.

Methodology and Data

As standard in the literature, | use a gravity model to identify the effects of
monetary integration on trade. Whenever possible, | have replaced structural
variables, such as measures of the economic size of trading partners or the
geographic distance between them, with a comprehensive set of country-
specific and pair-specific fixed effects. Specifically, | estimate gravity-type
regressions of the following very general form:

Q) In(Exports ) = a+BEMU_+yX {+3 ® T+ & RP}
{+ Zrt qut th} {+ Zpt (Ppt Ppt} + srpt ’

where the regression is the log of exports from reporter country r to partner
country p at time t, EMU is a dummy variable that takes the value of one, if both
trade partners are members of the euro area at time t and zero otherwise, X is
a vector of structural (gravity) variables, and ¢ is the disturbance term. As noted
above, | include various combinations of fixed effects, whenever possible. For
instance, for panel analysis, | use common time fixed effects {T} to control for
joint variations in trade over time. | also allow pair-wise trade to consistently
deviate from the sample average by adding pair-specific fixed effects {RP}.
Finally, | replace the common time effects by country-time fixed effects for both
reporter {R} and partner {P} countries, to capture any dynamic, country-specific
features that could affect the countries’ overall trade position. This includes
changes in the institutional environment, trends in country-specific competi-
tiveness, or changes in the ease with which exports can be financed.* Given
the comprehensiveness of the set of fixed effects, | consider these demanding
specifications a fairly strong test of the hypothesis that euro area membership
will influence trade.

4 Examples for changing institutional arrangements captured by time fixed effects include the
country-specific effects of the “Single Market” initiative but also pre-EMU exchange rate arran-
gements. Arguably, the introduction of the euro has eased the financing of trade deficits through
tighter financial integration and, for some countries, through the decline of real interest rates.
Time fixed effects will also capture any systematic decline in (real) exchange rate volatility.
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Following Berger and Nitsch (2008, 2013a,b), the analysis focuses on a homo-
geneous set of 18 European countries. This approach has the advantage of
including countries which either share the European Union’s (EU) institutional
framework, or are closely associated with it. The sample comprises of the 15
countries, which were member of the EU at the time of the introduction of the
euro, (eleven of which adopted the currency from the beginning, followed by
Greece in 2001) plus Iceland, Norway and Switzerland. This sample covers
the period from 1948 to 2011, but | often analyze much shorter time periods,
typically only cross-section data for individual years, mainly for computational
and interpretational convenience.

The data is taken from standard sources. | use trade data from the International
Monetary Fund’s Direction of Trade Statistics (in US dollars). Other variables
are constructed based on information taken from the CIA World Factbook.

Empirical Results

| begin by updating the results in Berger and Nitsch (2013a, b). Instead of
analyzing overall trade, Berger and Nitsch examine pair-wise trade relation-
ships between European countries, focusing in particular on the evolution of
bilateral imbalances under different exchange rate regimes. Specifically, they
ask: When does trade become a one-way relationship? To account for diffe-
rences in the importance of a trade relationship, both across partners and over
time, they normalize the trade surplus or deficit by the total value of bilateral
trade. The measure of interest is defined as:®

(2) TradeBaIancerpt = (Expor’(srpt —Imports_)/ (Exportsrpt + Importsrpt)

rpt
Figure 1 illustrates average absolute trade imbalances by groups of country
pairs, distinguishing between pairs of countries in which both partners are
members of the euro area and pairs which include at least one country that is

5 Given the interest in the symmetry of trade relations, normalizing by total trade is the natural
choice (rather than, for instance, normalizing by country size). Larger magnitudes of the variable
of interest indicate greater imbalances in bilateral trade.
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not member of the euro area.® In line with Berger and Nitsch (2013a, b), it is
shown that trade imbalances among euro area members widened considerably
with the introduction of the euro (and during the ‘phase-in’ period), with a partial
adjustment of imbalances, or rebalancing, during times of crisis.

Figure 1: Trade Imbalances by groups of country pairs
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Table 1 provides accompanying regression results. The first three columns on
the left of the table replicate the results in Berger and Nitsch (2013a, b) (with
an updated set of trade data). The remaining three columns present analogous
estimates for an extended sample, covering data until 2011. As in Berger and
Nitsch, | begin with the most parsimonious specification of equation (1): a regres-
sion of the absolute value of bilateral trade imbalances on an EMU membership
dummy and a comprehensive set of year fixed effects. Next, | add a compre-
hensive set of pair-wise fixed effects, so that the EMU coefficient captures only
the time variation in the trade imbalance for EMU member countries after the

6 Using the median instead of the mean has left the results qualitatively unchanged. The diffe-
rences between country groups become even more pronounced when the Non-EMU group is
additionally split into EMU-Non-EMU and Non-EMU-Non-EMU pairs; see Berger and Nitsch
(2013a, b).
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adoption of the euro. Finally, | control for time-variant, country-specific features,
in the reporter and partner country.

Table 1: Trade Imbalances under Fixed Exchange Rate Regimes

Period 1948-2007 1948-2011

0.018* |0.033* |0.035% |0.023** |0.034* |0.045%*
(0.009) |(0.007) |(0.015) |(0.007) |(0.006) |(0.013)

EMU

Common time

fixed effects? ves ves No Yes s "
Pair-wise fixed No Yes Yes No Yes Yes
effects?

Country time No No Yes No No Yes

fixed effects?

Number of 16,491 |16,491 |16491 |17,579 |17,579 |17,579
observations
Adj. R2 0.02 0.53 0.63 0.01 0.52 0.63

Note: OLS regression. The dependent variable is the absolute trade imbalance as a fraction of
total bilateral trade. Robust standard errors are reported in parentheses. **, * and # denote signifi-
cant at the 1%, 5% and 10% level, respectively.

As shown, the additional coverage of the crisis episode in Europe leaves the
main results essentially unchanged. If anything, the estimated coefficients
turn out to be even stronger, both economically and statistically. In sum, there
is consistent evidence that imbalances in trade, among euro area member
countries, widened markedly after the introduction of the common currency.

One issue related to the emergence of trade imbalances and which has the
potential to create frictions between partners, is whether all member countries
benefit equally from the adoption of a common currency. While the overwhel-
ming majority of studies finds a statistically significant positive effect of the
euro on trade, with Baldwin, DiNino, Fontagné, De Santis and Taglioni (2008)
providing an excellent survey, the distribution of these benefits across countries
(and pair-wise trade relationships) is much less clear.

To explore this issue, | analyze the distribution of the residuals from a gravity
regression. Specifically, | estimate year-specific variants of equation (1) in which
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all country-specific features are summarized in comprehensive sets of exporter
and importer fixed effects and the log of geographic distance. A common
language dummy and a common border dummy are intended to capture (the
most relevant) pair-specific features, for the value of exports.” | then analyze
the residuals separately for trade pairs, where both partners are members of
the euro area (‘EMU’) and pairs which include at least one partner with national
currency (‘Non-EMU’).

For illustration, Table 2 presents the accompanying estimation results when an
EMU dummy is added to the specification, with each line in the table reporting
the result of a separate estimation. Generally, | do not intend to interpret the
results literally, as the precise estimates are likely to suffer from endogeneity
and omitted variables bias. However, it is interesting to note, that trade between
EMU member countries was particularly intense over the full EMU period from
1999 through to 2011. There was no clear trend towards further integration, but
a strong increase in intensity in 2008, at the time of the ‘Great Trade Collapse’.

In order to analyze differences in trade intensities across country pairs, Figure
2 plots the Epanechnikov kernel densities of residuals of a gravity regression
(without an EMU dummy), split by groups of country pairs. Reviewing the results,
two findings appear particularly noteworthy. Firstly, there is indeed evidence
of particularly strong trade intensity among euro area member countries, as
residuals of EMU pairs are, on average, considerably larger than residuals of
non-EMU pairs. This suggests that the specification of the gravity model tends
to systematically fall short in explaining the actual value of trade between euro
area member countries. The difference between EMU and non-EMU trade is
typically picked up by the EMU dummy variable. Secondly, and more impor-
tantly, the range of the distribution of residuals for euro area member countries
had increased over time. This indicates that for trade between some EMU
country pairs, the specification of the gravity model has gradually become a
more appropriate description. The distributions become increasingly skewed to
the right, with more negative residuals. There is even a slight tendency towards
a bi-modal twin peaks distribution in the most recent years.

7 Note that joint membership in the EMU is a country pair-specific characteristic which prevents
the use of pair-wise (dyadic) fixed effects.

93



Make or Break: The Varying Trade Effects of the Euro

Table 2: Gravity Regression
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Note: OLS regression. The dependent
variable is the log of exports. Additional
regressors for which estimated coeffici-
ents are unreported: the log of distance,
common border and common language.
All regressions include exporter-specific
and importer-specific fixed effects. Robust
standard errors are reported in paren-
theses. **, * and # denote significance at
the 1%, 5% and 10% level, respectively.
Number of observations: 272.

Figure 2: Kernel Densities of Gravity Residuals
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Figure 3 reinforces these observations, plotting the evolution of cross-sectional
kernel densities for EMU member countries over time. The distributions of the
gravity residuals shift to the left over time, with the mode moving closer to zero.
Further, the distributions have become flatter.

Figure 3: Kernel Densities of Gravity Residuals for EMU Pairs over Time
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In Table 3, | provide some additional statistics on the distribution of the gravity
residuals. Each column of the table presents the results for a single year. For
each year, | compute averages of the gravity residual for intra-EMU trade and
for the control group of country pairs, which includes at least one non-EMU
member. These averages are presented in the top rows of the table. As illus-
trated before, the mean values for EMU pairs are consistently larger than for
non-EMU pairs. However, the differences seem to be generally of borderline
statistical significance, with p-values of a t-test for the equality of means often
close to 0.1.
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Table 3: Analysis of Gravity Residuals

Averages 1989 1999 2007 2011
EMU 0.079 0.065 0.055 0.067
Non-EMU -0.053 |[-0.044 |-0.038 [-0.045
t-test (p-value) 0.02* 0.05 0.1 0.07
Kolmogorov-Smirnov (p-value) | 0.00* 0.00* 0.00* 0.00*

Note: Residuals from a gravity model, as tabulated in Table 2; without an EMU dummy, are used.
The t-test denotes the absolute value of a t-test for the null hypothesis of equal means of residu-
als between EMU and Non-EMU countries. Kolmogorov-Smirnov denotes the probability for the
Kolmogorov-Smirnov test for the null hypothesis of equality of distributions between EMU and Non-
EMU countries. * denotes significance at the 5% level.

However, | am mainly interested in the dispersion of the gravity residuals.
Therefore, | report the results of non-parametric Kolmogorov-Smirnov tests, for
the equality of distributions. The p-values are tabulated in the bottom row. As
shown, the hypothesis of equal distributions is always strongly rejected at the
1% level. However, since there is no statistically identifiable variation across
years, the results provide only limited insights into the effects of the euro.

For the sake of completeness, | also make use of the full sample of available
trade data, reaching back to 1948. The appendix provides further results for
selected years, analogous to those in analogues Figure 2 and Table 3, illustra-
ting the decades-long process of European integration that had already taken
place before EMU.

Overall, the results indicate that estimates of the average effect of the euro
on trade mask considerable variation in the effect of the common currency on
bilateral trade patterns. With the formation of EMU, some pair-wise trade relati-
onships became increasingly dominated by one of the partners and other pairs
have experienced a relative decline in trade intensity. As a result, the introduc-
tion of a common currency does not necessarily imply future trade integration.
It may also lead to greater disintegration.
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Conclusion

It has long been argued that the criteria for optimum currency areas, such as the
intensity of trade, are at least partly, endogenous. The adoption of a common
currency is expected to further intensify trade relationships. Taking this view to
the extreme, economic and institutional preconditions for monetary integration
seem to be irrelevant, as the formation of a monetary union will itself promote
further integration, thereby putting all the necessary elements in place.

Indeed, early results from the euro area seemed to provide supportive evidence
for this hypothesis. A number of studies found an economically sizable and
statistically significant increase in trade among member countries.

However, over time, it has become increasingly obvious that the common
currency has also been associated with less favorable developments, such
as the emergence of trade imbalances or the growing dispersion of the trade-
promotion effects across country pairs. In light of the possible disintegration
effects of monetary union, economic and institutional preconditions, and not just
political will, become a key element for successful monetary integration.
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Monetary Integration:
the Choice of the Right Policy

Choosing an Appropriate Exchange Rate Regime
in Developing Countries

The long-term history of international monetary regimes and national exchange
rate policies tends to demonstrate an avoidance of extreme solutions with
the basic alternative being either a ’repressed’ foreign exchange market or a
liberalized one.! Within an open foreign exchange market, choosing a middle-
of-the-way regime seems to be the most frequent choice. Alternatives to (dirty)
floating, have usually taken the form of ‘tying one’s hand’ by pegging to a foreign
currency with different degrees of commitment, from soft peg to currency boards.
Dollarization or euroization is also a practicable solution, especially for small
countries with a large natural partner (for economic and/or geopolitical reasons).
Regional approaches to monetary cooperation/ integration, usually connected

1 Maehle Teferra and Khachatryan (2013) review success stories of foreign exchange regime
reforms in selected sub-Saharan African (SSA) countries, analyzing contextual macroeconomic
policies and economic performance during and after these reforms were undertaken. Before
liberalization, most of the reviewed countries were characterized by extensive foreign exchange
rationing, sizeable black market premiums, and declining per capita real income. The countries
were successful when reforms were sustained. Ownership and commitment to reforms are criti-
cal to avoid damaging stop-and-go policies, where policies are reversed after the costs associ-
ated with the reforms have been endured but before the benefits can be reaped. Exchange rate
liberalization was a fundamental element of the reform efforts in all successful cases, but so
were structural reforms, reduced fiscal deficits and monetary expansions, and external assis-
tance. Exchange rate based stabilization efforts, without supportive fiscal and monetary policy,
are in fact dangerous. Similarly, attempts to fix the nominal exchange rate through administrative
means at levels that are inconsistent with underlying fundamentals and fiscal and monetary poli-
cies resulted in an increasingly overvalued exchange rate, leading to failure.
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with preferential trade agreements, have been used in practice up to creating a
common currency. Regional peg to an international currency and intra-regional
peg (with a local anchor) are particularly worth mentioning. The intra-regional
peg may bring with it an increased vulnerability with respect to extra-regional
transactions. This may be reduced by adopting some form of common-block
floating. Monetary union can be seen as the completion of reciprocal monetary
involvement in a region.

Can crucial criteria for choosing the appropriate exchange rate regime be iden-
tified? As the current debate within the Eurozone clearly shows, the question as
to which are the most significant conditions for a monetary union to be desirable,
is relevant in general, not just for developing countries. Yet, the adjustment
costs of a monetary regime switch are more likely to be problematic in low- and
medium-income countries (because of a possible impact on low-income popu-
lation) and in rapidly transforming emerging countries (which often internally
face important inequality issues).

Choosing the Exchange Rate Regime: Considering the Nature of
Prevalent Shocks

As Jeffrey A. Frankel titled one of his most famous speeches, it is quite true that
No Single Currency Regime is Right for All Countries or at All Times (Frankel,
1999). For example, in the basic short-run open macro model, opposite exchange
regimes would be desirable for stabilization purposes (i.e. for limiting the impact
of exogenous shocks on income and employment) depending on the nature of
the shock (whether it is of real versus monetary/financial nature). In the simple
IS-LM-i* framework, prevalence of real turbulence would be associated with
more stable output and employment outcomes under flexible exchange rates.
On the other hand, monetary and financial turbulence could be better faced
within a fixed exchange rate regime.

Frankel's statement makes the choice of monetary integration attractive to
countries which are more likely to be exposed to real shocks (for example,
terms of trade shocks) and which are characterized by low financial integration.
Despite monetary unions are far from being irrevocable, they possess a signifi-
cant degree of persistence, higher with respect to all other fixed exchange rate
regimes — as creating a monetary union requires a number of new institutions,
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which are known to be characterized by significant inertia. Hence, engaging in a
monetary union might lead to regret at a later time, as one member country may
experience a change in the prevalent nature of turbulence. However, exiting the
monetary union may be more costly than simply abandoning a fixed exchange
rate regime, due to the deep institutional reconstruction that would be required
to re-nationalize money.

Choosing the Combination of Financial / Exchange Rate Regime

While in principle, money and finance are different from each other (finance
is a form or real inter-temporal trade, transferring real purchasing power from
an agent to another over time, while money serves as a spot transaction inst-
rument), the two are inextricably connected because spot transaction among
relationally distant agents (i.e. impersonal transactions) requires money to
be perceived as a reliable store of value — hence possessing essential inter-
temporal qualities (trust and credibility are crucial in both financial and monetary
markets).

Consequently, monetary regimes and financial regimes strongly influence each
other. With the process of ‘globalizing capital’ (Eichengreen, 2008), the evolution
of exchange rate regimes and financial regimes have been intertwined, resulting
in regime-switches because of unsustainable reciprocal configurations and/or
politically unacceptable economic consequences domestically.

One simple, yet robust, representation of how monetary regimes, financial
regimes and domestic economic policy stances (monetary and fiscal) relate to
each otheris the so-called ‘trlemma’2. Fig. 1 below helps to summarize the logical
structure of the ‘trlemma’: out of the three corners only two are compatible at a
time. International financial integration reduces the scope of national macroe-
conomic policies under fixed exchange rates (as in the Gold Standard, or with
a currency board and even more so within a monetary union). National policy
autonomy can be re-gained via exchange rate flexibility (although whether this
macroeconomic policy space is sufficient for achieving the desired outcomes
is debatable). As a third option, countries may pursue a macroeconomic policy

2 Obstfeld, Shambaugh and Taylor (2005) provide empirical tests on the ‘trilemma’; Pisani-Ferry
(2012) offers a re-interpretation to the recent Euro crisis.
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setting in which international financial flows are effectively controlled (via admi-
nistrative control, or some other ‘hands-on’ direct intervention), so that national
macroeconomic autonomy is preserved even under fixed exchange rates.

Fig. 1 — The ‘trilemma’

Intemationzl
Financial Integration
Exchange
rate
Hexibility
Fixed exchange rates/ Autonomous Domestic
Monstary union Palicies
‘Bretton
Lompromise

Source: Adapted from Rodrik 2000, p.181.

The processes of innovation, deregulation and internationalization, which has
profoundly changed the landscape of financial actors and financial instru-
ments over the last few decades, largely explains the progressive tendency
for countries to abandon the ‘Bretton Woods’ compromise configuration. This
included a variety of forms of domestic control over international capital mobility
and opting either for (dirty) exchange rate float or for stronger forms of interna-
tional or regional monetary collaboration. This tendency was strikingly evident
up until the 1997 South East Asian financial crisis, which triggered the decision
of some countries to re-introduce capital controls as part of their post-crisis
management policy.
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One issue to be addressed is whether and to what extent international financial
integration is actually possible in countries where the local financial sector
(actors and instruments) is organized in ways which do not facilitate market
interactions with the global financial market, which itself is characterized by low
intermediation. Such a market, in fact, is ‘global’ only in some sense — as it is
very hierarchical and asymmetric in terms of access (Beretta, 2012).

Financial intermediation in sub-Saharan Africa is very low, compared to other
regions of the world (Ahokpossy, 2013). This is due to many factors which vary
greatly across regions, including financial policies, market structure and bank
micro-behavior. As a result, bank lending is low and interest margins are high
compared to the rest of the world. Also, non-banking financial institutions are
under-dimensioned or virtually lacking (Allen, Otchere and Senbet, 2010).3
Financial depth, access to financial services, operational quality and overall
financial profitability is also problematic because of deep institutional reasons.*
While these remarks may give the impression that the ‘triemma’ does not
hold for Africa at present, one should also recall that financial transformation
— possibly induced by external agents — may be very sudden. Moreover, many
would advocate for a deepening of African financial integration.® Just consider
the many cases in which emerging economies experienced a sudden expansion

3 Allen, Otchere and Senbet (2010) provide a thorough review of African financial systems includ-
ing central banks, deposit-taking banks and non-bank institutions, such as the stock markets,
fixed income markets and microfinance institutions. The review also covers West Africa (part ll1).

4 Theoretical and empirical studies, along the lines of the seminal work by Douglas North, empha-
size the need to pay more attention to institutional development, as institutions play a vital role in
financial sector development, as well as to analyze the impact of institutional factors on financial
sector development. In particular, a paper by Anayiotos and Toroyan (2009) studies the interplay
between four main institutional factors (namely corruption, political stability, contract enforce-
ment and availability of reliable information) and indicators of financial sector development in
Africa.

5 Mu, Phelps and Stotsky (2013) maintain that there is a strong need to promote bond market de-
velopment, as the development of bond markets in sub-Saharan Africa can improve the interme-
diation of savings. In fact, Africa is a net capital exporter to the rest of the world, mainly because
there is a lack of effective local channels to absorb this capital. Furthermore, promoting bond
market development in sub-Saharan Africa can improve the structure of the African financial
system which is currently dominated by banks. Bond markets and bank finance can be comple-
mentary, as banks provide short-term (working) capital and bond markets enjoy a comparative
advantage in longer-term financing of government deficits and infrastructure investment. Al-
though a number of African countries have issued sovereign bonds in foreign currencies, local
currency bond markets are perceived to be important in order to overcome the so called ‘original
sin’, that is the inability to issue debt in their local currency.
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of their financial markets in terms of dimensions and institutional innovations, as
foreign investors massively moved in. This is typical in financial markets, where
‘winners take all’ and a small number of counties tend to attract all the invest-
ment in a given moment of time, with a sort of ‘herd’ effect. Hence, overlooking
the trilemma may be dangerous for potentially successful countries.

The Fragility of ‘Incomplete’ Monetary Unions

‘Incomplete’ monetary union, is the expression that De Grauwe (2009) uses to
identify the various forms a fixed exchange regime can take. Their fragility is
connected to the enhanced risk of speculative attacks, which are likely to exhibit
a self-fulfilling nature, especially when a multiplicity of equilibria exists.

Basically, when exchange rates are fixed at a level which creates problems
either in the real dimension of international integration (say, current account
deficits), or with the degree of internal acceptability of the macroeconomic
situation (say, excess unemployment or unacceptably high levels of inflation),
the situation engenders the reasonable expectation that defense of the target
exchange rate level may be abandoned by policy authorities and that a new
exchange rate will be established. Given the nature of the problem, the direction
of change of the exchange rate is also given. Hence, speculative attacks tend
to become ‘safe bets’, while their own existence is actually able to modify the
ability of policy authority to defend the target exchange rates. Expectations
may become self-fulfilling in multiple equilibria settings, as it is the case when
currency transactions mainly occur with reference to financial markets, where
asset prices are basically expectation-driven.

The relevance of this remark can be highlighted with reference to the sovereign
debt crisis in the Euro area. In anticipation of the discussion later, it is worth
noticing that, while the fragility of incomplete monetary unions is a well-estab-
lished result of theoretical and empirical analysis (one-way bets, self-fulfilling
crises), monetary unions can also be financially fragile, for reasons that are not
so different from those relevant for incomplete unions.
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What Do We Know About Costs and Benefits of Currency
Unions?

In a nutshell, the traditional teaching is the following: a common currency
provides an integrated area mainly with micro benefits and macro costs. As in
real life, it is not so easy to disentangle micro and macro motives for agents’
decisions, the above can only be a useful starting point for a thorough empirical
analysis, where both material elements (real and financial integration, macro
convergence, institutional convergence) and symbolic elements (expectations,
motivations, beliefs) need to be considered.

The basic benefit consists in reducing transaction costs: money - due to its
nature as a ‘language’ for economic transactions - exhibits increasing returns to
scale (network externalities). That is, the more a ‘language’ can be used for tran-
sactions with a plurality of potential partners, the more it will actually be used,
in a self-reinforcing process. It would take a single currency at the world level
to maximize the benefits related to positive network externalities. This was the
idea, when the international monetary system was characterized by a dominant
reference currency (the £ in the Pax Britannica, the $ in the Bretton Woods and
post-Bretton Woods era)®. The visible lack of such a worldwide single currency
today, despite the fact that structural international monetary power remains
quite concentrated (Gu, 2012), is precisely the reason why regional alternatives
tend to become more attractive — along with other deep determinants of regio-
nalism (Baldwin, 2006).

The basic cost of a monetary union consists of losing macro-policy instruments.
A monetary union implies loss of control over domestic interest rates, as the
policies which are expected to influence them will be set at the centralized level
and are by definition a loss of intra-area exchange rate policy. The relevant
questions are: how effective are these policies anyway? And what are countries
actually losing in creating a monetary union?

6 See the vast International Political Economy literature and the ‘endogenous instability’ hypoth-
esis. For an effective introduction, see Cooper et al (1989).
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How Do We Get High Benefits and Low Costs From a Monetary
Union? The Classical Theory of Optimal Currency

According to tradition, six criteria for an Optimal Currency Area (OCA) have
been identified over the years. They are clearly explored in Baldwin and Wyplosz
(2009) and summarized below.

1.
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Factor mobility across national borders (Mundell): Labor mobility across
national borders — the international adjustment mechanism required with a
common currency can be costly, because of different cultures, languages,
legislation, welfare systems, etc. Regarding capital mobility, we would
probably need to distinguish between financial, physical, human and social
capital. While human and social capital mobility is costly for the same
reasons as labor, financial capital might exhibit high international mobility
over a geopolitical space which can largely exceed the currency area. One
caveat that needs to be added is that factor mobility is likely to follow a
‘circular causation’ mechanism, enhancing asymmetries within the area.”
Hence, it provides an effective adjustment in the short and medium-term,
but the mechanism is likely to generate long-run asymmetries which may
feed into political discontent.

Production diversification (Kenen): Countries whose production and exports
are widely diversified and/or countries with similar production structures are
likely to face few asymmetric shocks (similar structures) or small asym-
metric shocks (diversification), hence avoiding tensions in the process of
macro policy making at the area level®.

Trade openness (McKinnon): Countries which are very open to trade and
trade heavily with each other are more likely to succeed in forming and
sustaining a currency area.

The ,circular causation’ mechanism: As productive resources abandon a depressed area in or-
der to relocate in a faster growing region, local prospects worsen and make it the more likely it
becomes that other outflows will follow.

An important source of asymmetry within a currency area could be the relative economic dimen-
sions of member countries, especially when there is a ‘big player’ as in the case of Germany
in the EU and Brazil in Mercosur. Canales-Krilienko, Gwenhamo and Thomas (2013) study
South Africa’s role in SACU. As a contribution to understanding Nigeria’s potential spillovers in
the ECOWAS area see also “Nigeria and South Africa: Spillovers to the Rest of Sub-Saharan
Africa”, chapter 2 of IMF (2012).



Simona Beretta

4. Fiscal transfers: Countries that agree to compensate each other for adverse
shocks are more likely to form a robust common currency. Interregional
transfers usually exist within national borders, either implicitly (welfare
system) or explicitly (in federal states).They are required for keeping
consensus about national unity. Something similar is all the more necessary
when countries and not regions, aspire to sharing the same currency.

5. Homogeneous preferences (inflation-unemployment mix) across member
countries: Countries sharing a broad consensus on the way to deal with
shocks are likely to agree on similar policies. This (non-material!) optimality
criterion is very relevant for agreement on policies required in case of both
symmetric and asymmetric shocks (as it provides the basis for a better
understanding of partners’ actions).

6. Commonality of destiny (Baldwin): Common economic interests can be
powerful glue for creating a common currency area. In particular, at some
point it can be in one country’s interest to give up policy autonomy and ‘buy’
credibility from following a more credible area leader. But this initial situation
is no guarantee that economic interests of member countries will continue to
overlap over the years. In a monetary union, countries will necessarily face
temporary conflicts of interests at some point (possibly due to the asym-
metric impact of adjustment policies) and might consider dis-integration.
Commonality of destiny (non-material criterion!) can exert credible pressure
for accepting economic costs in the name of a higher purpose.

The Endogenous Nature of Optimal Currency Areas (OCA)

A remarkable, consolidated line of research, stresses the idea that the mere fact
of participating in a monetary union, changes domestic structures and institutions
in a way that is coherent with making the domestic system more similar to what
would be required for it to be an ‘optimal’ member of the currency area (Frankel
and Rose, 1998). As a matter of fact, political unification forced a common
currency upon a heterogeneous set of regions, with the consequence of producing
monetary areas which are characterized by long-run duration. The most interes-
ting question, though, is whether the creation of a monetary union does in fact
endogenously enhance the optimality of the currency area when members are
not regions of the same nation-state, but remain independent states.
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Here, it is worth noticing that participating in a monetary union does changes
both economic structures and institutions, in a way that reflects the incen-
tives produced by the unification itself. Harmonization of institutions is likely
to reinforce feasibility and long-run sustainability of a currency area (Tavlas,
2009). On the other side, structural change is very likely to produce asymmetric
impacts on different countries, regions and sectors (see below), which may lead
to strong political tensions within countries and/or across member countries.
Consequently, the economic and political feasibility of a monetary area, at some
point in time, does not necessarily equate with long-run political sustainability of
the same nature — unless common institutions are also developed to address
intra-area equity issues.

CurrencyAreas: AFurther Exploration of Microeconomic Benefits
Transaction Costs and Uncertainty

The micro-benefits of a monetary union include; reduction of transaction costs,
both direct costs (money changing in case of international mobility of persons
and goods) and indirect transactions costs (information on real prices is more
readily available). Greater transparency in prices simplifies comparisons of
domestic and foreign products, as they are priced in the same currency, poten-
tially enhancing competition.

As exchange rate changes, over the decision period are ruled out, when a
common currency is in place, uncertainty is reduced. While decisions about trading
goods and services usually do not span over a long-time horizon, in the case of
investment decisions, exchange rate stability provides a significant reduction of
uncertainty and is very likely to lead to better quality investment decisions over
the long-run. Curiously, the short-run implications of exchange rate stability on
trade and business may be ambivalent, as price fluctuations (driven by exchange
rate fluctuations) may offer business opportunities of their own.

Thus, the reduction of uncertainty is valuable, especially for its impact on cross-
border investments, which can possibly be reinforced by dynamic economies of
scale (“endogenous” growth). Another potential benefit, connected to creating
a monetary union, is increased international seignorage which may go with
increased economies of scale in financial markets. This is a dubious benefit,
possibly relevant for the European Monetary Union.
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Can We Measure Expected Micro Benefits of a Monetary Union?

Measuring expected microeconomic benefits of a monetary union requires a
massive investment in empirical research, including a fair amount of approxi-
mation.

In the case of the European real and monetary integration process, Emerson et
al (1988) provided a summary estimate of the expected benefit of the European
1992 single market,®which played a very significant role in reinforcing consensus
for its realization. As to additional expected benefits, following monetary integ-
ration, the Report of the Directorate-General for Economic and Financial Affairs
(1990) has also played a very important role in creating consensus. Possibly
because it succeeded in riding the wave of a strong pro-EU feeling, due to the
economic success of the launching the single market. This launch produced
its most significant economic effects before being implemented, as investment
activities flourished as firms prepared for the event, in order to be better posi-
tioned to reap the opportunities that the realization of the single market would
offered. Again, we observe the importance of non-material conditions (expec-
tations, beliefs, motivations) in shaping the material consequences of a policy
decision.

As the impact of a monetary unification goes well beyond reducing microe-
conomic transaction costs, it is fair to say that the 1990 Directorate-General
Report was an effective communication device, but not a robust exploration of
what was involved in creating ‘one money’. This is not a fault; it is a matter of
fact. The relevance of Baldwin’s Condition six: Commonality of destiny, in parti-
cular, became clearer over time. The non-material nature of this condition for
optimality does not make it less stringent — it is simply more difficult to explore
and remains largely unexplored even today.® Furthermore, creating a common
currency was an unprecedented experience, lacking both applicable precedent

9 The information basis for the estimates of expected benefits of Emerson et al (1988) was a
thorough examination of the likely changes occurring in productive sectors and most relevant
in quantitative terms — the likely consequences of opening public procurement to single market
competition.

10 New Economic Institutionalism represents an interesting path of exploration, covering very long
run perspectives, as in Acemoglu and Robinson (2012). The logical and practical intertwining
between economic performance, democracy and domestic institutions, represent a fascinating
research frontier for studying integration processes.
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experiences and academic consensus on its presumable effects. While theo-
retical consensus on the sources of microeconomic benefits from creating
a single market was wide, the micro and macroeconomic consequences of
monetary unification were (and possibly remain) highly controversial. It is to
this controversy, we now turn.

What Are the Macroeconomic Costs (and Benefits)?

By adopting a common currency, member countries lose two policy inst-
ruments for external and internal adjustment: exchange rate management
and domestic monetary policy. However, given members may reap macroe-
conomic gains through reciprocal insurance.

Losing Intra-Area Exchange Rates for External Adjustment

Member countries lose the possibility to avail themselves of intra-area
exchange rate devaluation, which may be a very effective adjustment
instrument if prices are sluggish or rigid, switching aggregate demand
from foreign to home production when a country is facing an unfavorable
current account balance. Intra-area exchange rate devaluation is deemed
to be a particularly valuable instrument, especially when intra-area trade
represents a sizable portion of one country’s external trade (that is, when
Condition three for OCA is satisfied). Giving up the possibility to control
intra-area exchange rates has a costly consequence: wage flexibility
and labor mobility remain as the only (costly!) adjustment mechanisms.

Adjustment is a crucial and often painful task. Exchange rate changes are
widely perceived to be a less costly instrument than real wage reductions
for satisfying a country’s inter-temporal budget constraint (for example,
adjusting to correct excessive current account deficits). Similarly, adjusting
exchange rates would be preferred in case a country needed to respond to
an asymmetric shock that other countries do not face. However, empirical
evidence on the effectiveness of nominal exchange rate changes for real
adjustments is at best mixed, with many examples of vicious cycles of
inflation-devaluation that have a very limited impact on real price competi-
tiveness. In addition, competitiveness itself has many determinants, beside
price competition. Hence, it is reasonable to conclude that the macroeco-
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nomic costs of foregoing intra-area exchange rates are dubious and should not
be exaggerated.

Losing Domestic Monetary Autonomy

A second instrument which, by definition, is lost in a monetary union is domestic
monetary policy. While national central banks may retain some of their previous
tasks, they need to give up monetary control. How costly, in terms of losing
policy space, this situation is, remains highly controversial.

The potential cost is due to the fact that it becomes impossible to pursue the
preferred domestic policy mix between inflation and unemployment. Adopting a
flexible exchange rate allows, in principle, to choose the optimal domestic rate
of inflation. This becomes impossible in a monetary union.

But is this really a macro cost of a monetary union? From a monetarist perspec-
tive, it is quite doubtful, as money neutrality holds and rational forward looking
agents immediately adjust to changes in monetary policies. Hence, all macroeco-
nomic policies, including monetary policy, are likely to be ineffective at stabilizing
GDP at the desired (above ‘natural’) level.* In other words, there is not much
policy space to lose in joining a monetary union, more so if the potential member
of the monetary union is a small one, with poorly developed domestic capital
markets and with no reputation and little experience of operating in a world of
highly mobile capital flows. Such a country would lose little or nothing in joining
a monetary union. Rather there may be some clear gains in the monetary policy
dimension, as the real rate of interest may decline after joining, as the risk premium
associated to operating an independent monetary policy disappears (Artis, 2006).

Possible Macro Benefits Of A Monetary Union:
‘Importing’ Better Policies And Reciprocal Insurance

Macro benefits of a monetary union, for a given country, include the implicit reci-
procal insurance ensuing from the pooling of foreign reserves and possibly from

11 For example, the announcement of an ‘optimal’ domestic rate of inflation is time inconsistent
in the monetarist perspective; hence, it is not effective in stabilizing GDP at a desired level (De
Grauwe, 2009).
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importing prudent macroeconomic management from a more reputable external
monetary authority, such as the dominant economy’s monetary authority in an
‘incomplete’ monetary union, or the Union’s monetary authority. The obvious
caveat to this view is that it assumes, almost by definition, a better quality of
macroeconomic management by the country or institution which is setting the
monetary policy for the entire currency area (a quality which can be hoped for,
but cannot be taken for granted).? Furthermore, reciprocal insurance, as such,
may be perceived to be generally desirable for every member, over a long-time
span, but in the short to medium-term perspective, each country is likely to
perceive its position in the insurance mechanism to be on the ‘give’ or on the
‘take’ side. Hence, there needs to be good (material or non-material) reasons
for a country to accept being continuously on the ‘give’ side.

A further potential macro benefit that member countries can reap by joining
a monetary union is channeled by the fact that a monetary union favors the
formation of a unified capital market,'* where national savings could be more
mobile across countries. This could help member countries in facing temporary
asymmetric shocks, allowing for consumption smoothing. Again, ‘too much of
a good thing’ may turn out to be bad, when it unduly postpones adjustment by
allowing for the build-up of excessive imbalances or excessive debt.

More dubious is whether the formation of a unified capital market can be useful
in facing structural problems (permanent shocks, long-run GDP growth differen-
tials, structural inequalities). It is very likely that realizing a unified capital market
is not sufficient, but that a centralized budget for the integrated area (as in EMU)
would be required.

In all cases, the effectiveness of unified capital markets in supporting countries
facing shocks have more to do with the intrinsic qualities of capital markets than

12 The ‘fall’ of the Bretton Woods system in 1971 can be explained in terms of ‘hegemonic instabil-
ity’ (Cooper et al, 1989)

13 Kalemli-Ozcan, Papaioannou and Peydré (2010) investigate the underlying channels of the
euro’s effect on financial integration combining data on bilateral banking linkages with a data-
set that records the timing of legislative—regulatory harmonization policies in financial services
across the European Union. They find that the euro’s impact on financial integration is primarily
driven by eliminating the currency risk. Legislative-regulatory convergence has also contributed
to cross-border financial transactions, while trade in goods does not play a key role in explaining
the euro’s positive effect on financial integration.
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with their being unified. The role of large trans-national financial institutions can
by no means be downplayed, at the global, macro-regional and national levels.

An Additional Macroeconomic Cost:
Enhanced Financial Vulnerability In A ‘Complete’ Monetary Union

The recent financial crisis highlighted a second relevant macro cost, in addition
to losing policy instruments at the national level. This cost is the enhanced
vulnerability of national sovereign debt.

In fact, member countries of a monetary union do not have control — by defi-
nition - over the currency in which their own debt is issued. This makes them
structurally similar to emerging countries, which are unable to issue debt
denominated in national currency, as it would be not considered for portfolio
investment. This ‘original sin’ (Eichengreen, 2003) is attached to any member
of a monetary union, as there is no possibility for this country to print domestic
currency to service debts denominated in the domestic currency. Thus, there
is no possibility to reduce the burden of debt by inflationary policies. Hence,
speculative attacks may become more frequent. Multiple equilibria would be
likely, and whether a ‘bad’ or a ‘good’ outcome ensues depends on market
sentiments, which may overlook fundamental long-run variables and focus only
on the short-run perspective (yet, the short-run may be long enough to put
serious pressure on domestic fiscal policies).

The case of Spain and the UK can be used to illustrate the “original sin” paradox
(De Grauwe, 2011). Imagine a speculative attack on UK bonds: as UK govern-
ment bonds are sold, domestic currency depreciation ensues, which provides
over time a real boost to UK domestic production. The system does not experi-
ence any liquidity crisis, as UK money supply remains unchanged. In the case
of a liquidly crisis, however, the Bank of England can play the role of lender of
last resort (with a cost in terms of inflation).

A speculative attack on Spanish government bonds would look very different.
As government bonds are sold, euros exit Spain and flow into other countries;
but no depreciation occurs and no real boost can be experienced. Money
supply in Spain decreases, prompting a liquidity crisis which can possibly lead
to a solvency crisis, depending on market perceptions. That is: a sovereign debt
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crisis spills into domestic bank crisis. With highly integrated markets (cross-
holding of sovereign debt), a ‘bad’ equilibrium in one country tends to affect
other financial markets (exporting instability).

Beyond Aggregate Costs and Benefits of a Monetary Union:
Assessing the Asymmetric Impacts on Member Countries,
Regions and Sectors.

In evaluating costs and benefits of a monetary union, the presence of asym-
metries suggests prudence in creating a monetary union, even when building
on a previous successful experience of real integration (either a single market
or a preferential trade agreement). “One market, one money” may work well
and create huge overall gains. Yet, these gains will inevitably be asymmet-
rically distributed across countries, regions and sectors. This result, which is
well established in the literature concerning real integration, is very robust and
applicable to monetary integration as well. Even successful monetary unions,
such as EMU, will permanently be challenged by clashes of objective interests
across countries, regions and sectors.

Besides the asymmetric impact of microeconomic effects of a monetary union
(which will enhance cross border transactions, deepen integration and hence
produce winners and losers across countries, regions and sectors), there are
also macroeconomic conditions that can be identified as autonomous causes
of asymmetries within a monetary union. Among the main causes of asym-
metries, particularly relevant for the European experience, are the following:
different labor and capital market institutions, different long-run rates of growth,
different national preferences about the inflation/unemployment mix, different
perspectives on what the role of the public sector should be, and different fiscal
systems.

In his comprehensive survey of literature, assessing the advantages and disa-
dvantages of monetary unions in Southern Africa, Tavlas (2009) recalls many
studies of monetary union proposals for Africa, illustrating the potential costs
of one-size-fits-all monetary policy for members of prospective unions, which
are too different on too many counts, to allow for sustainable monetary unions.
Tavlas also mentions problematic asymmetries ranging from production struc-
tures (hence asymmetric terms of trade shocks) to institutional effectiveness

114



Simona Beretta

(democratic accountability, corruption, and government efficiency). Debrun,
Masson and Pattillo (2010) confirm the importance of asymmetries for the
African case. They developed a cost-benefit analysis of monetary integration for
currency unions actively pursued in Africa and demonstrate that the benefits of
monetary union tend to come from a more credible monetary policy, while costs
derive from real shock asymmetries and fiscal disparities. Furthermore, their
simulations indicated that the proposed EAC, ECOWAS, and SADC monetary
unions bring about net benefits to some potential members, but modest net
gains and sometimes net losses for others.

The “Real” Impact of a Common Currency (De Grauwe)

Acommon currency does notremove the problems a country faces with reference
to external inter-temporal budget constraint, according to which, no country can
systematically be a borrower from abroad through current account deficits (and
even not for many years in a row, if it is a small, relatively weak country). In a
monetary union, the problem of inter-temporal balance of payments equilibrium
seems to be even aggravated by union membership (Berger and Nitsch, 2010),
due to mechanisms that relate to either trade or financial flows, or both (Atoyan,
Manning and Rahman, 2013).

In particular, price competitiveness of national production remains a problem in
a monetary union, as by giving up the management of their nominal exchange
rate, each country or region ends up facing real exchange rates changes (see
Chart 1). Productivity differentials and inflation differentials matter with regards
to the long-run growth sustainability of a country/region. Divergences in compe-
titive positions in the Eurozone need to be understood and properly assessed.*

Why do these divergences occur? For a variety of reasons, this can be summa-
rized by the fact that large part of economic policies remain in national hands.
Spending and taxation, wage policies and social policies are all decided at the
national level. Moreover, structural changes in the labor markets follow national
border lines. This creates the potential for divergent developments in wages
and prices and to significant changes in the competitive position, which in turn

14 Mongelli (2010b) tests for a systematic relationship between the index of institutional integra-
tion and the degree of economic integration, as measured by trade openness within the EU.
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leads to difficult external adjustment problems.® In fact, divergent movements
in competitiveness within the Eurozone in fact are partly the result of different
structural changes in labor market institutions. As differences in national labor
market institutions can create asymmetric shocks, which possibly lead to large
adjustment costs.®

Chart 1 — Relative unit labor costs in the Eurozone

Figure 6: Relative unit labor costs in Eurozone
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Source: European Commission, Ameco, cited in De Grauwe, 2011, p.12

15 De Grauwe (2011) provides the example of German wage moderation and lowering unit labour
costs, which can be explained by the fact that labor unions’ power has declined in Germany
more than in other Eurozone countries, probably due to increased bargaining position of Ger-
man employers, which can credibly threaten to move their activities to nearby Central European
countries.

16 According to Dullien and Fritsche (2009), some kind of within-union divergence may not neces-
sarily imply trouble. The important question is not whether inflation rates differ, but whether the
differences result from structural features of the economy which might have serious economic
consequences in the medium and long run. For example, an above-average rate of domestic
inflation makes investment in the tradable sector less attractive, while cheaper finance might
lead to excessive investment in the housing sector. Persistent deviations in the price trend might
lead to a strong real overvaluation, where profits suffer and investments contract. Hysteresis
may trap the country in a prolonged period of sub-trend economic growth.

116



Simona Beretta

One Market, One Money, Many States:
The Institutional “Architecture” of a Monetary Union

As argued above, a monetary union is not only about economics. The Optimal
Currency Area (OCA) criteria send ambiguous and inconclusive signals,
because costs and benefits are asymmetrically distributed within and across
countries. Hence there is not (and there cannot be) a clearly identified ‘national
interest’ which is time-invariant. Thus, there is no set of well-defined policies
that will automatically transform a number of countries into an OCA. In parti-
cular, purely nominal convergence can be necessary but is not sufficient. Once
a currency union is in place, national and union policies need to be constantly
adapted to the changing economic environment, always keeping in mind that
negatively affected countries, sectors or regions may constitute a serious threat
to the smooth functioning of the union itself.

The Eurozone itself does not qualify as a perfect OCA. It has functioned and
may keep functioning at a cost. The cost of which is taking care that weak
partners are supported by the union, with a view to encourage self- reliance
(that is applying a ‘positive’ vision of subsidiarity where problems are to be
faced at the lowest possible policy level). These costs tend to arise in labor
markets and unemployment, in political tensions (within and across countries) in
the presence of asymmetric shocks, and because of the emergence of protec-
tionist tendencies in cases of deep negative symmetric shocks (such as the
recent long recession). A willingness to support these costs is required for the
monetary union to be preserved and also for keeping costs themselves at the
minimal level (which may be perceived politically as too high, but inadequate
policies are bound to make the level even larger). According to De Grauwe
(2011), the crucial question is the following: can a monetary union survive with
no political union?

In discussing which policies are required for a monetary union, the following
paragraphs will cover three basic points: First, policy architecture: which institu-
tional design should be devised for the policies of the union and of the member
countries. Second, the need for an ‘incomplete’ institutional structure: future
policy and institutional actions, which are unpredictable in their details, will be
required for the survival of the monetary union, and member countries should
consider being ready to take them if needed (i.e., contingent decisions within
the architecture, possibly ‘pushing’ substantial, informal reforms). Third, transi-

117



Monetary Integration: the Choice of the Right Policy

tion policies: which policies are to be adopted in transition towards the creation
of a common currency and also the expansion or reduction in its membership?

Policy Architecture in a Monetary Union
Monetary Policy: Institutional Architecture and Aims

Two main issues will be discussed. The first one refers to central bank indepen-
dence from political influence: How independent should a Central Bank be from
political interference? And how independent can it be?

The second refers to a central bank’s internal governance framework: How
would the two basic alternatives compare? Namely a federal structure (such
as the FED), which takes into consideration members’ perspectives, or a top-
managing board where members are requested NOT to represent member
countries (like in the European Central Bank, ECB) and the European System of
Central Banks, ESCB)? Should the voting results of monetary policy decisions
within the board be transparent or not?%’

These issues raise a complex set of inter-disciplinary problems and likely
require specific answers to specific situations. No institutional design can fit the
needs of all would-be members, at any given time, and possibly not even the
needs of all given members over time.

Concerning the institutional objectives of monetary policy, the basic discussion
in economics concerns whether objectives are framed within a setting where
rules or discretion prevail. Here, we can see in the 20th century - the century in
which macroeconomic management was born - as experiencing wide swings.
The attitude prevailing in the Western world after the collapse of the Bretton
Woods system (of external rule) and after dissatisfaction with the inflationary
experience many countries experienced in the seventies (discretion), led to an

17 Gersbach and Hahn (2009) discuss pros and cons of voting transparency in a monetary union.
Many central Banks — including the Bank of England and the Bank of Japan - publish voting
records and the minutes of their meetings, while the European Central Bank has always insisted
on keeping the details of the decision-making process secret.Thus, they argue that the ECB, as
it is the central bank of a monetary union, has been right to do so, as the lack of transparency in
decision making tends to protect a committee from political interference from national policymak-
ers trying to promote national interests.
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agreement that monetary rules (internal rules) could provide a viable solution.
By providing a price-stabilizing nominal anchor in the short-medium run without
impairing long-run growth (while active short-run monetary management
seemed to produce short-run nominal variability and no visible long-run growth
effects, due to quick expectation adaptations). Hence, we can understand the
reasons why the euro zone architecture provides ‘price stability’ as an instituti-
onal aim of the ECB/ESCB. That decision represented the institutional imitation
of the best medium-long-run performing monetary management in the area at
that time, namely Germany’s.

As to policy instruments, one should also discuss the instruments through which
the institutional monetary policy objectives of a Union are to be pursued. Tradi-
tionally, the effects of monetary policy actions are thought to be transmitted via
money or credit channels—the so-called money versus credit view of monetary
policy. In the former, changes in the nominal quantity of money affect spending
directly, whereas in the latter case, open market operations induce changes in
interest rates that affect spending. Inflation targeting has been the choice of the
EMU .18

However, the exclusive emphasis on price stability, typical of the EMU expe-
rience has been suffering from an early critique from the ‘left’, maintaining
that growth also matters. Further, a more recent critique from the ‘right’ is that
prices of financial activities also matter, and that exclusive reference to the GDP
deflator or similar indices is inadequate (see, for example, the annual reports
of the Bank for International Settlements (BIS).Hence, deciding which target
(goods and services, assets, or real estate) should be set for inflation targeting
is preliminary to discussing the instruments of monetary policy.

Despite ample agreement over the fact that a non-independent central bank,
allowed to pursue discretionary monetary policies, would tend to produce high
and variable inflation, with at best a modest impact on real rates of growth and

18 Davoodi, Dixit and Pinter (2013) discuss the effectiveness of monetary transmission mecha-
nism in East African Countries considering both money and credit channels. They find that re-
serve money and the policy interest rate, two frequently used instruments of monetary policy,
sometimes move in directions that exert offsetting expansionary and contractionary effects on
inflation—posing serious challenges to harmonization of monetary policies across the EAC and
transition to a possible future East African Monetary Union.
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employment over the longer run, a deep policy debate remains. Is price stability,
as the only mandatory institutional objective, appropriate? Or should it be
stability and growth? This crucial debate continues to be re-opened in Europe
and the USA, where recent accommodating monetary policies are aiming to
respond to high unemployment levels.

Fiscal Policy: How Much Fiscal Coordination is Feasible and
Desirable?

Are Common Fiscal Rules Required In A Monetary Union? There are good
reasons to answer yes to this question. As debt default by one member country
has negative spillovers for the whole monetary union and problematic national
debt situations tend to raise interest rates in the whole monetary union, the
institutional design should limit incentives for opportunistic behavior of national
governments (Manasse, 2007).1°

This position was heavily criticized by the theory of efficient markets, in which
financial markets are able to properly price the risk of each member country.
This critique, which was conventional wisdom before 2007, has been put to test
with the financial crisis. We have good reason to believe that imperfect infor-
mation, information asymmetry and strategic behavior on the part of agents,
powerful enough to influence market prices, are structural features of financial
markets, which implies a degree of structural ignorance that should not be over-
looked. Yet, we also need to admit that obsessive, almost exclusive focus on
daily indicators (namely, the spread between national and benchmark interest
rates) seems to continue the tradition of attributing to financial markets the
ability to correctly price national risks.

There is also a practical, as opposed to theoretical, criticism of common fiscal
rules, stemming from a different question: Are common fiscal rules really

19 The paper focuses on the discipline effects of common budget deficit limits, as compared to
‘national’ balanced budget rules and on implications of common rules for stabilization policy. As
the lack of incentives for fiscal consolidation in good times is precisely why many observers have
criticized the European Stability and Growth Pact. The findings suggest that deficit limits become
less effective for providing fiscal discipline when the economy is subject to high output volatility.
This result casts some doubt about appropriateness of this framework for economies facing high
output volatility.
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feasible? Rules are very difficult to enforce even when approved (both, because
of creative accounting practices and political pressure). While creative accoun-
ting simply requires more transparent and coordinated accounting practices,
political pressure may be hard to resist.

Fiscal criteria are very important, as fiscal policy is the primary instrument
through which national governments can influence macroeconomic perfor-
mance. Reciprocal surveillance and rules should ensure consistency with
internal and external sustainability.?

Looking at the experience of the European Financial Stability and Growth
Pact, one should really mention some problems of definition and application
in this regard. The Maastricht limits (60% debt/GDP; 3% deficit/GDP) are both
economically questionable (they are not ‘magic numbers’) and politically fragile.
Deficits may be unsustainable because of the level of public expenditure G and
taxation T and not just their differences (both, G/GDP and T/GDP may be too
big). Also, deficits may be unsustainable because of the internal composition of
G (current vs. investment spending) and T (taxing income vs. taxing rents, fiscal
equality across social groups and so on).

A more significant question would then be: Should better common fiscal rules
be devised, where quality and not just quantity matter? | am convinced this is
one of the most urgent questions in the present experience of the European
Union, demanding for an overall re-thinking on the philosophy of fiscal rules.

Financial Policy: Pursuing Financial Stability in a Monetary Union

The hard path, described by Bagehot, required to balance the provision of
lending of last resort in cases of illiquidity (to be carefully distinguished from
insolvency), with the avoidance of moral hazard and the endangerment of
central bank credibility. This path has become even harder with financial inno-
vation and globalization, and with the increase of the number of ‘too big to fail’

20 lossifov et al (2009) discuss the fiscal criteria in the Central African Economic and Monetary
Community (CEMAC) in view of improving them by broadening the region’s current criteria to
include attention to external shocks. They argue that fiscal indicators excluding oil revenue, such
as the non-oil fiscal stance, non-oil fiscal impulse and non-oil primary balance, should receive
central attention.
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financial institutions (see also the debates of the International Monetary Fund
about the need for a world lender of last resort??).

An important lesson of the financial crisis has been that regulation and supervi-
sion of the financial system needs greater macro-prudential orientation. Implicit
in this, is the realization (rediscovery, some would say) that traditional macroeco-
nomic stabilization and micro-prudential policies are not sufficient, as they leave
a regulatory gap. This gap is created by externalities that individual financial
actors do not internalize, and by collective behavior that market mechanisms
are ill-equipped to address. The result is inter-dependencies and individual and
collective action that leads to excessive pro-cyclicality and systemic fragilities
(Agur and Sharma, 2013). Hence, the question: How to design financial regula-
tion and supervision with a common monetary policy?

Cross-country banking and finance are very likely to be enhanced by the
creation of a common currency, hence the need to address issues related to
institutional architecture of financial supervision and financial policy, including a
possible banking union?. This issue was largely underestimated in the prepara-
tion of the European Monetary Union, but in the 21st century a currency union
is bound to stand or fall depending on the adequacy of the monetary union
financial policy architecture. As is well known, the financial design of the euro
area envisages a common currency, issued and managed by a single monetary
authority and a plurality of national institutions for financial supervision. One
financial market, one currency, many national institutions for financial super-
vision: a clearly problematic institutional mix that has revealed its inadequacy
during the financial crisis.

21 Fischer (1999); Jeanne, Wyplosz (2003)

22 IMF (2013b) thoroughly explores the necessary elements of the banking union: a single super-
visory framework, single resolution and common safety net and urgent issues related to ESM
direct recapitalization of banks.
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How Should This ‘Lending + Supervision’ Activity Be Framed Within
a Monetary Union?

In principle, a monetary union may provide better safeguards against a financial
crisis. The lender of last resort function works better in large monetary area.
Banks in small countries outside the euro zone have large fraction of liabilities
expressed in foreign currency. When foreign currency liabilities are withdrawn,
the national central bank cannot provide the necessary liquidity. On the contrary,
banks of small countries in the euro zone have a larger proportion of liabilities in
euros and the ECB can create unlimited amounts of euro liquidity.

Hence, localized crisis management, in principle, should be easier in a monetary
union. Yet, such management inevitably involves clashes between national
interests, so that national opting out becomes tempting. As a banking crisis inva-
riably leads to a recession, managing the adjustment process after the banking
crisis is resolved is politically costly. Hence, countries in a monetary union may
find it more difficult to lift themselves out of the recession than ‘stand alone’
countries which can depreciate their currency in the hope of boosting aggregate
demand.

While the ECB/ESCB stepped into the market, in order to provide lending of last
resort at the euro zone level, in order to keep the ‘hydraulics’ of the system func-
tioning, the sphere of financial supervision remained in the hands of national
authorities. This created serious cross-country tensions whenever cross-border
banking and financial institutions ended up in problematic situations. When the
affiliate of bank A, active in country B, is facing problems of illiquidity-insolvency,
who is in charge? Country B, where the affiliate is operating, or country A, where
the parent institution is based? Also, accounting practices within cross-border
financial institutions may, in fact, dislocate profits and losses. Here, you can see
why the debate about the need of a banking union within EU arose.

Pisani-Ferry (2012) provides a very clear analysis addressing the inherent
weakness of EMU institutional design in terms of a ‘new’ trlemma as three

current features of the institutional design can only be taken pairwise: Namely,
strict prohibition of monetary financing of fiscal deficits, bank-sovereign inter-

23 See Box 1. European Union: Existing Framework for Financial Stability in IMF (2013b), p.10-11.
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dependence and no co-responsibility for public debt. From the ‘trinity,’ three
options for reform stand out: First, broadening ECB mandate to overcome the
‘no-monetary financing’ rule and take on the role of lender of last resort for
sovereigns; Second, building a banking federation; Third, creating a fiscal union
with common bonds.

It is worth recalling that the European Commission (EC) issued a Green Paper
on November 23, 2011 (EC, 2011) on the feasibility of introducing so called
‘stability bonds’?. However, as no decisive step has been taken in selecting
one of the three options, despite some innovation in European financial stability
facilities and some timid steps towards a banking union, subsequent waves of
sovereign debt crises have been dealt with in a case-by-case approach, making
solutions for relatively small problems (Cyprus), very complicated. That is to
say, institutional and political indecision is very costly.

The Exchange Rate Regime of a Currency Area With Respect to
Non-Member Countries

Not much discussion was devoted to this issue in the case of EMU, which may
be due to a variety of factors. Among them, we can mention the large magnitude
of intra-area transaction in the EU — which obviously limits the importance of
external exchange rates for production and employment in the area, as well as
the member countries’ consolidated experience of exchange rate fluctuations
vis-a-vis the US$. Hence, the Maastricht Treaty removed exchange rate policies
from ECB responsibility, leaving it to higher political levels to frame possible
exchange rate targets and exchange rate agreements with non-members.

The issue of a common exchange rate policy, vis-a-vis third countries, may be
much more relevant when the currency area is rather small and/or the share of

24 Claessens, Mody and Shahin (2012) discuss proposals for common euro area sovereign securi-
ties that would serve two functions: in the short-term, they could stabilize financial markets and
banks and in the medium-term, help improve the euro area economic governance framework,
through enhanced fiscal discipline and risk-sharing.

25 Initially, the rationale for common issuance focused mainly on the benefits of enhanced market
efficiency through enhanced liquidity in euro area sovereign bond market and the wider euro
area financial system. More recently, in the context of the ongoing sovereign crisis, the focus of
debate has shifted toward stability aspects.
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intra-area transactions is not too large. Finding an agreement would be espe-
cially demanding if there is no ‘dominant’ external economic partner, which is
common to all members of the currency union.

Can Currency Unions Increase Economic Convergence?
If Yes, in Which Areas and to What Extent?

Macroeconomic Convergence: The Honeymoon and Beyond

A typical experience common to a variety of integration processes is the
so-called ‘honeymoon’. The initial phase of an integration process tends to be
driven by overly positive signals and expectations of success — possibly leading
to critical situations (see e.g. Mexico’s financial crisis following the realization of
the North American Free Trade Agreement, NAFTA).

There is also clear evidence of ‘honeymoon’in the macroeconomic and financial
performance of the euro zone. In particular, the interest rate spread of govern-
ment bonds rapidly converged, after the creation of the EMU and remained
quite stable and very low (possibly, too low!) for a relatively long-time. Chart 2
clearly illustrates that as the currency union eliminates exchange rate risk and
domestic liabilities are re-denominated in the new common currency, the overall
risk of domestic liabilities expected by markets is reduced (‘honeymoon’). This
new situation tends to soften the market constraint on how much domestic debt
can be issued, possibly softening the perceived budget constraints of individual
countries. If excessive debt is issued, sustainability problems ensue.

Not only does ‘honeymoon’ not last forever, it may also endogenously affect
the financial sustainability of individual countries and the area as a whole in a
negative way.

Real Convergence is not an Automatic Outcome of Currency Union

A common currency can be a powerful basis for bottom-up real integration
processes, including trade and production ‘unbundling’, factor mobility and
cross-county investments. Itis a basis, not a direct determinant! Real integration
decisions taken by individual agents derive from a complex set of expecta-
tions, motivations and beliefs. The non-material drivers of actions refer to a
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set of (incomplete) information relative to the material dimension, pertaining to
the decision itself (relevant technology, local versus foreign costs, and market
conditions).

Chart 2 - Yields of 10-year government bonds of selected euro area countries
from 1990 to 2011
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Source: Datastream, Pisani-Ferry 2012, p. 5

There is a sort of asymmetry facing trade costs related to different currencies
used by trading, finance and/or investment partners, which may imply the
decision not to pursue the potential opportunities for integration , while on the
other hand the simple existence of a single currency does not automatically
imply that opportunities for integration exist, arise or are recognized.

This is because facilitating material conditions, such as a common currency,
may be necessary for some forms of integration (that were already perceived as
desirable in order to actually be implemented), but on the other hand a common
currency is not sufficient to make things happen if material conditions (such as
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transport costs®*) and non-material conditions (such as reciprocal confidence)
are not met.

Does a Common Currency Stimulate Other Forms of Integration?

Integration processes, including currency unions, create winners and losers
across and within countries. Divergence in long-run competitiveness trends
also adds to building tensions within the area. These powerful forces should
never be ignored. Cohesion and structural policies are required for the (political)
survival of the currency union. Thus, a reasonably sized common budget is
required.

As cohesion and structural policies redistribute costs and gains, they are bound
to be controversial: a tense political negotiation among members is physiolo-
gical, and not necessarily pathological, within a currency union. Institutional
relationships should not be left to deteriorate to an unmanageable level of
tension. Hence, partner countries, which share a common currency as well as
the governance of the currency area,? must be ready to discuss and pursue
further forms of integration, when it is required by strong asymmetric tensions
endangering the stability of the currency framework. In other words, member
countries should be ready to accept that, at some point in time, the policy
architecture of their union may be shown to be lacking and in need of reforms
and additions.

In summary, the answer to the question “can a common currency stimulate
other forms of integration?” is a very hard on: It either brings along new forms of
institutional integration (as required by the unfolding of events in the Union) and
the common currency survive, or it does not, and the union faces unavoidable
crises till potential collapse.

26 The trade costs data set of the World Bank (available at http://data.worldbank.org/data-catalog/
trade-costs-dataset?cid=1ISG_E_WBWeeklyUpdate_NL) offers very interesting data on bilateral
trade costs. These real costs would remain as a real obstacle to area integration, despite mon-
etary cooperation/unification, unless directly addressed with appropriate structural policies.

27 Here, | am not referring to common currency practices, connecting a very small country to its
natural large partner like San Marino to Italy. That would be a relatively easy case.
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Currency Unions: What Have We Learnt From the EU
Experience?

About the Preparation Phase of a Common Currency

The background philosophy of the Maastricht Treaty, laying the ground for
European monetary unification, was that monetary and financial convergence
(as given by the exchange rate satiability within the European Monetary System
and by nominal interest rates convergence) was a prerequisite for eligibility.
Along with compliance with fiscal rules (both ‘magic numbers’, the 3% public
deficit/GDP ratio and the 60% public debt/GDP ratio, have been loosely inter-
preted, the latter criterion has explicitly been rephrased in terms of direction of
changing towards the 60% target).

As a matter of fact, the 1992 crisis of the European Monetary System led to its
reform, allowing a much broader flexibility of exchange rates within the system
(plus or minus 15% with respect to parities). The actual exchange rate fluctu-
ations were much more contained, but the broad flexibility margins allowed for
the possibility of sizeable deviation from central parities, making speculative
attacks much less of a ‘safe bet’, and hence much less likely.

That is to say: in the preparatory phase, the actual policy stance of would-be
members of the currency union (showing their commitment to substantial policy
coordination) seemed to be much more relevant for the success of the transition
phase than the formal definition of convergence rules.

In the end, a currency union is simply a (possibly ‘well prepared’) jump into
a new framework. From the European experience, | think it is better not to
frame it as the automatic conclusion of a smooth, continuous convergence
process, as shocks (either symmetric or asymmetric) cannot be ruled out, and
necessarily the map of winners and losers across and within countries must be
redrawn. Thus, no continuous nominal convergence process can be trusted to
be sufficient for preparation. Real commitment, within loose and basic formal
requirements, seems to have worked better than strict formal rules in the EMU
preparatory phase.

This remark further stresses the need for would-be members of a currency

union to be ready to take what is required to reach the goal, knowing that deep
uncertainty makes the future far from foreseeable. In other words, in a deeply
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uncertain world, there is no such thing as an optimal institutional architecture
and an optimal organization of the preparation phase.

‘Incomplete’ Institutional Policy Design and Long-Run Sustainability
of a Common Currency

Besides designing the strictly monetary institutions of a monetary union, other
institutional issues should be addressed for its proper working, such as the
degree and modality of fiscal policy coordination, well beyond fixing a ‘magical
number’ deficit/GDP; the provision of lender of last resort facility, along with
effective cross borders surveillance of financial and banking institutions;
possibly, external exchange rate policies; and finally and necessarily, an appro-
priate cohesion budget in order to address divergences in competitiveness.?®
Institutional design is required to be resilient to unexpected shocks, more
than being optimal with respect to necessarily unrealistic models. Incomplete
architectures (that is: broad basic agreements that are meant to be adjusted on
the go) may work exactly because they are not seen as perfect, unchangeable
agreements: In analogy with microeconomic analysis, an uncertain world where
transaction costs matter, requires incomplete contracts for sustainable long-term
reciprocal commitments under uncertain conditions (like labor contracts).

That is, long-run sustainability depends greatly on general political consensus,
to which now we turn.

Political Union in Monetary Unions

OCA theory has been almost exclusively used to analyze whether countries
should join a monetary union. Yet, it can also be used to study the conditions
under which existing members of a monetary union may want to leave the
monetary union. The persistence of nation-states within a monetary union,

28 It is interesting to discuss whether the above mentioned institutional reforms could (not only
should) actually be addressed in an existing currency union. A possible answer comes from
revisiting the history of international monetary cooperation, which makes it clear that substantial
regime switches are possible even within unchanged institutional frameworks (see IMF, radi-
cally changing the exchange rate regime within an unchanged institutional setting, with belated
amendments limited to moving words around. The shift to flexible rates occurred in 1973; the
IMF statue amendment only in 1978, from “a system of stable exchange rates” to “a stable sys-
tem of exchange rates”.
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in fact, is by itself a source of possible asymmetric shocks, as taxation and
spending remains in the realm of national sovereignty and social and wage
policies tend to be nationally (or even sub-nationally) defined. This creates a
need to discuss the possible consequences of advancing political integration
within a monetary union.

How would a political union affect the cost-benefit-analysis leading to the defi-
nition of an OCA? Two channels of influence stand out as most relevant: First,
a political union makes it possible to organize a system of fiscal transfers that
could provide insurance against asymmetric shocks. Second, the realization
of a political union reduces the risk of asymmetric shocks that have a political
origin (e.g. shocks due to government spending and taxation, social policies, as
well as wage policies). Hence the ‘optimality’ of a monetary union can be served
by advancing political union.

In all cases, the sustainability of a monetary union needs to be enhanced by
the presence of a central budget to be used as a redistributive device among
member states. This does not require a full fiscal union (which could even
produce moral hazard problems), but a sizable and flexible common budget,
allowing for resizing if needed.

The current challenge to the EMU is very much related to the perceived nature of
the nation state, within the ‘new trilemma’. If it is perceived to be non-renounce-
able, each member state is to be defended against temporary shocks (including
market ‘irrationality’) upon the condition that it adheres to the commonly agreed
rules of the game (such as fiscal prudence and open markets). In this case,
some intra-monetary union bail-outs of national debt may be necessary. If, on
the other hand, each state is responsible for its own debt (no-bailout clause),
some provision for possible orderly default needs to be established.

The political issue at hand largely exceeds the technicalities. ‘Commonality of
destiny’ is an important, often omitted, political variable making the difference
between an area being an OCA or not.

As an example, the German monetary union came about as the result of a
strong national sense of common purpose and an intense feeling of belonging
to the same nation. EMU is different as this deep political driver of integration is
at best, only weakly developed, at the European level.
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The long-run success of the euro zone depends on the continuing process of
political unification. Such political unification is needed to reduce the scope for
the emergence of asymmetric shocks and to embed the euro zone in a wider
system of strong political ties, which are needed to take care of the inevitable
divergent economic movements within the Euro zone.
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The European Experience of a Common
Currency: Lessons Learned

Introduction

Since the end of the Second World War, European integration has been divided
between a desire for integration and a reluctance to cede national control over
key issues (Hembruff, 2011:7). Despite this, the European Union (EU) has
become a key player internationally and its currency the euro, has become
second in international usage, only to the US dollar (Dominguez, 2006: 68). The
large size of the euro-area economy and the stability attached to the euro, both
demonstrate how the success and/or failure of the euro would impact the global
market. However, the European Monetary Union (EMU) is now in the doldrums,
perhaps facing its greatest challenge in the form of sovereign debt crisis, which
has affected Portugal, Italy, Greece, and Spain (PIGS), later even called PIIGS,
with the rather arbitrary inclusion of Ireland. As John Quiggin succinctly pointed
out, “The real problem came when this analysis was extended to the rest of
the heavily indebted periphery - commonly referred to in such accounts as the
PIGS (Portugal, Italy, Greece, and Spain) group. Ireland was sometimes thrown
in as a second ‘I'. This was unfair and inaccurate, particularly as regards Spain
and Ireland, which had been running budget surpluses leading up to the crisis”
(Quiggin, 2012:229).The crises appear poised to undermine the entire euro
zone. The recent fears of the sovereign debt crisis spreading within the zone,
has brought to the fore the inherent challenges associated with constructing a
monetary union.

The ongoing sovereign debt crisis remains complex, with far reaching reper-

cussions (Kirkegaard, 2011) and offers invaluable lessons for countries
contemplating a common currency union. Academic literature on the current
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crisis, although not monolithic, sees the structure and governance system of
the European Economic and Monetary Union (EMU) as the root cause of the
crisis. UNECA/AU (2012:2) supports this argument and remarked that "the Euro
is viewed as an incomplete currency, because the 1992 Maastricht Treaty esta-
blished an economic and monetary union without a political union, as a result
of which the common European Central Bank lacks a common treasury”. It is
also contended that even though members share a common currency, they
issue and manage sovereign debt individually. Thus, the gap between monetary
integration and political integration should offer important lessons for Africa on
how to manage its own agenda for achieving monetary union, as is envisaged
in the 1991 Abuja Treaty.

This background paper reviews the common currency architecture of the euro
zone and the likely lessons that the West African sub-region can learn from the
structure and the continuing crisis in the euro zone. The lessons for the sub-
region are poignant and illuminating in a number of ways. First, the desire for
and planning of monetary union in West Africa, has strongly been influenced by
Europe’s integration experience. This is based on a linear model of a gradual
movement, through consecutive stages in the integration of goods, labor and
capital markets and finally monetary and fiscal integration. Second, the dispro-
portional power relations and hegemonic position of some member states
is also similar. Lastly, the recent challenges experienced by the euro should
further provide the West African sub-region with important lessons in construc-
ting a monetary economic union (McCarthy, 2012).

The paper is organized in the following way. In the first section, a general back-
ground to the study is provided. The next section discusses Africa’s growing
interest in monetary integration, followed by highlights of the progress made
towards the adoption of a common currency in West Africa. The subsequent
section presents the arduous road taken by the European Union (EU) towards
the introduction of a common currency and the lessons that the West African
sub-region can learn from the European common currency. The last section
concludes the previous findings.

140



Terhemba Ambe-Uva

Africa’s Interest in Monetary Integration

Interest in regional integration - including monetary integration - has been high
on the agenda of African countries since independence and various regional
groupings have been formed. At the heart of these efforts, are attempts to
overcome the problems of small and fragmented economies, as well as the
desire to counteract perceived economic and political weaknesses in order to
play an important role on the world stage (Rusuhuzwa and Masson, 2012).
The le franc des Colonies Francaises d’Afrique (CFA franc) of the West African
Economic Monetary Union (WAEMU), the Economic and Monetary Community
of Central Africa (CEMAC) and the Common Monetary Area (CMA) in Southern
Africa are notable examples of monetary integration already in place in Africa.
Further regional monetary union projects are in well underway in the Economic
Community of West African States (ECOWAS), the Common Market for Eastern
and Southern Africa (COMESA), the Southern African Development Community
(SADC) and in the East African Community (EAC). At the continental level,
the African Union’s long term goal is a common currency for the entire African
continent (Masson and Pattillo, 2004).

An overview of several academic contributions concerning optimum currency
area (OCA), shows that the benefits of a monetary union are potentially enormous,
as are the potential disadvantages. It is therefore important that various regional
groupings in Africa carefully weigh the costs and benefits of monetary union in
light of their historical, political, economic and geostrategic experience, as well
as their level and depth of integration. Theoretically, the major benefits of a
monetary union are the reduction of transaction costs, economies of scale due
to the pooling of international reserves, the elimination of exchange rate risk
(Bartram and Karolyi, 2006) and region-wide price harmonization (Rusuhuzwa
and Masson, 2012). A common currency is expected to eliminate price parity
as determined by the law of one price, or price convergence (Fritsche, Lein
and Weber, 2009). It is also expected to promote macro-economic stability,
decrease/stabilize inflation (Angelini and Lippi, 2007), promote trade (Chintra-
karn, 2008), increase investment (Skrekas, 2010), enhance financial integration
(Coeurdacier & Martin, 2009) and decrease interest rates (Lane, 2006).

In spite of its obvious merits, the costs of monetary union are related to loss

of sovereignty over monetary and exchange rate policy. This is challenging,
especially in the case of asymmetric shocks which may make the union’s single
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monetary policy inappropriate for some member countries. As Colin McCarthy
(2012) has observed, in a monetary union, member countries lose direct control
over instruments of monetary and exchange rate policy, that may be useful for
dealing with country-specific macroeconomic shocks. This is perhaps a Rubicon
that monetary integration efforts in Africa must transcend.

Five principles are generally considered indispensable in enabling countries to
benefit from a monetary union, including meeting some or all of the following
criteria, which contribute to mitigating the effects of asymmetric shocks: (a)
flexibility of prices and wages (b) intra-regional factor mobility (c) openness to
trade (d) product diversification and (e) fiscal integration (Masson and Taylor,
1993). Apart from meeting these macroeconomic policies, it is equally important
that these macroeconomic policies are strongly anchored in credible political
commitment. Political will is instrumental in the pursuit of sound monetary
policies and public support has been identified as being indispensable for the
construction of a common currency (Masson and Pattillo, 2012).

The goal of ECOWAS is to introduce a common currency by 2020, by integra-
ting the CFA franc, currently in use by Francophone countries and the Eco of
the Anglophone countries of West Africa. However, there have been formidable
setbacks to the implementation of a common currency in the sub-region. For
instance, soon after the decision to create the Eco was reached in December
2000, the disjointed economic conditions of the member countries instantly
relegated the initiative to that of a cherished policy paper, resulting in the
repeated postponement of implementation dates. A clear example of disinterest
and foot-dragging was noticeable from Ghana during the presidency of John
Kufor, whose skeptical attitude towards a common currency virtually grounded
the West African Monetary Zone (WAMZ) project. At the global level, the recent
crisis in the euro zone area has cast doubt upon the approach of introducing the
Eco, which is similar to the introduction of the euro within the European Union
(Agyapong, 2012).

Progress Towards The Adoption Of A Common Currency In
West Africa

When looking at the conditions and criteria defined by economic theory for
the establishment of an OCA, or joining one, the chances of the conditions
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being met is relatively lower in the case of West Africa compared to that of the
European Union countries. Although desirous of a common currency, the possi-
bility of its realization in West Africa continues to be out of reach and skeptics
continue to argue that such a moment will never come, not in the near future.
Since the founding of ECOWAS in 1975, the idea of a common currency for
the region and an Africa-wide currency has remained high on the integration
agenda. In April 2000, ECOWAS adopted a two-track strategy of creating a
common currency in the region. In the first track, non- WAEMU members of
ECOWAS were required to form a monetary union called WAMZ by July 2005.
The second track is the subsequent merger of WAEMU and WAMZ to form
a single currency union. This marriage would lead to the adoption of the Eco
(Ekong and Onye, 2012).

The WAEMU is made up of eight francophone countries in West Africa (Benin,
Burkina Faso, Cote d’lvoire, Mali, Niger, Senegal, and Togo) and Guinea Bissau
which have agreed to adopt and use the French Franc (CFA), the currency
of their colonial masters. Since the CFA currency area was created without
specific criteria or prerequisites to be met beforehand, this model is obviously
viewed as less stringent and less complicated than the EMU. Created on 10th
January 1994 by the Dakar Treaty, WAEMU became operational on 1st August
1994 following ratification by seven member countries. This model of monetary
union resembles that of the USA, where a treaty was first signed to introduce a
common currency, before the decision to create a common central bank and a
common regional parliament. Similarly, this model does not consider the issue
of financial market integration prior to single currency adoption.

As a common monetary zone, the WAEMU was created to achieve greater
economic competitiveness through open and competitive markets, along with
the rationalization and harmonization of the legal environment. Further goals
include: the convergence of macroeconomic policies and indicators, to create a
common market, to coordinate sector policies and to harmonize fiscal policies
(Agyapong, 2012). Although WAEMU, as a common monetary zone, remains
shallow in terms of financial and economic integration, it has been able to
implement macroeconomic convergence criteria and has institutionalized an
effective surveillance mechanism. In addition, the zone adopted a customs
union and a common external tariff in early 2000, harmonized indirect taxation
regulations and initiated structural and sectoral policies in the region. Not
surprisingly, a survey of the International Monetary Fund (IMF) in September
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2002, cited WAEMU as "the furthest along the path toward integration” of all
the regional groupings in Africa (IMF Survey, 2002:1). As Masson and Pattillo
(2001) report, since the inception of the WAEMU currency, the area has been
able to reduce inflation within its member countries, however has not been
effective in promoting intra-area trade. More than a decade after its formation,
the WAEMU is still struggling to achieve most of its objectives as set out in the
Dakar Treaty of 1994.

Considering the inherent difficulties in meeting the WAMZ criteria, there have
been calls for the WAMZ to employ the approach adopted by the WAEMU, which
does not consider financial integration to be the basis for common currency
adoption ex ante (Adam, Agyapong and Gyamfi, 2010). Unlike the euro and the
proposed Eco, meeting the convergence criteria was rather an ex post than an
ex ante consideration.

In terms of macroeconomic performance, the evidence of growth is not convin-
cing, although the CFA franc zone has lowered inflation rates more than other
currency regimes in Africa. It is also argued that the success of the CFA franc
may be due to exogenous factors such as the support from France, particularly
the French Treasury’s guarantee of convertibility embodied in the operations
account.

In order to achieve the first track of monetary union as envisioned by ECOWAS,
leaders of five West African countries namely: The Gambia, Ghana, Guinea,
Nigeria and Sierra Leone, declared their intention to proceed with a monetary
union amongst the non-WAEMU countries of the region, following the Accra
Declaration and the Bamako Accord of 2000. Liberia joined the zone on the
16th February 2010, bringing the membership to six.

The body statutorily empowered to recommend to Heads of State of ECOWAS
to commence the issuance of the Eco is the West African Monetary Institute
(WAMI). It has determined convergence criteria, whereby each member country
of WAMZ is required to attain: single digit inflation, central bank financing of
government deficit is to be less than 10 per cent of the previous year’s revenue,,
a government budget deficit of 4 per cent of gross domestic product (GDP)
by 2003 and accumulated foreign exchange reserves that cover at least three
months of imports. The WAMI has also created a Convergence Council to help
coordinate macroeconomic policies and has set up a common central bank, the
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West African Central Bank. The first track was realized in 2005, while efforts are
still ongoing in order to achieve the second track.

Towards achieving the second track, the ECOWAS Convergence Council,
comprising of the Ministers of Finance and Governors of the Central Banks
of member states, approved a revised road map for the realization of a single
currency for West Africa by 2020, on the 25th May 2009. The roadmap articu-
lates a clear, concise and comprehensive strategy for the realization of a single
currency for the region. The map further outlines activities to be undertaken
ahead of the 2015 date earmarked for the introduction of the Eco, including
the review and harmonization of the convergence criteria, the harmonization of
statistics, domestic policies and the legal, accounting and statistical frameworks
of public finance (Niyiraga, 2012).

The new convergence and harmonization criteria reflect the introduction of the
euro and the recent crisis befalling the euro zone. Between 2009 and the first
quarter of 2013, the map envisaged the harmonization of the regulatory and
supervisory framework for banking and other financial institutions, the estab-
lishment of a payment system infrastructure for cross border transactions, the
completion of payment system infrastructure in Guinea, The Gambia and Sierra
Leone and the completion of integration of the financial markets of the region.
By 2014, it is expected that the legal instruments for the creation of the WAMZ
will have been ratified, followed by the creation of the bank of the WAMZ, the
WAMZ secretariat and the West African Financial Supervisory Agency in the
same year. Monetary union for the countries in the zone is scheduled to be
realized on or before 2015. This is to occur before the introduction of Eco, the
common currency, in January 2015, followed by the withdrawal of the national
currencies of the five constituent member states (Niyiraga, 2012).

Itis anticipated that the processes for the merger of the two currencies will begin
(including the introduction of a supplementary act to the revised ECOWAS treaty
to provide a legal instrument for the preceding monetary union) three years
before the launch of the single currency. The consummation of a monetary
union will be achieved in 2020 with the introduction of a regional currency,
preceded by the launching of monetary union, the establishment of a regional
central bank and finally the withdrawal of national currencies.

Although the initiative for a single economic space and monetary union in the
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ECOWAS sub-region has been around for the past 12 years, the feasibility of
wider monetary unification in ECOWAS still poses several economic and insti-
tutional problems (Tsangarides and Qureshi, 2008; Masson and Pattillo, 2005).
Even now, the second monetary zone of the region (WAMZ) is yet to introduce
the Eco, due to relevant institutions being non-operational and the inability of
member countries to meet the convergence criteria.

On several occasions, the introduction of the Eco currency has been postponed.
In brief, this is due to the political dependence of most monetary authorities
in ECOWAS on their national governments, central banks are often under
pressure to finance government deficits and to undertake over-expansionary
monetary policies. Challenges to implementing a common currency include:
Firstly, fiscal problems (resulting from undue dependence of the monetary
authorities on their national governments) are much more severe in West Africa
and the credibility of monetary institutions is much more fragile. Secondly, if
the unification of WAMZ and WAEMU and the adoption of the Eco are realized,
it is unclear whether the French Treasury guarantee of the convertibility of
WAEMU'’s currency (the CFA franc) to the euro, at a fixed parity, would continue
for a monetary union of the expected size.

Thirdly, the low level of West African intra-regional trade remains a perennial
source of worry. Trade amongst EU member countries is more than 60 percent
of total trade, whilst in West Africa it still languishes at about 10 percent. The
euro zone’s success is partially due to the trade integration which took place
prior to monetary integration. The literature on optimal currency area empha-
sizes trade as the main channel through which benefits from a common
currency will be enjoyed. The more countries trade with each other, especially
in a particular region, the more they will value regional exchange rate stability.
However, the low level of intra-regional trade has meant that the West African
region may not enjoy the benefits of a currency union. Currency unions are
expected to enhance welfare, as they reduce potential disruptions to intra-
regional trade brought about by relative price fluctuations and disturbances in
bi-lateral exchange rates (Chuku, 2012:10).

Fourthly, the membership of the relatively large Nigerian economy (and the
effects of its fiscal/monetary activities), has implications for monetary integration
in the region. The WAMZ economy has a combined GDP of US$390.6 billion,
representing 73.3 percent and 19.1 percent of ECOWAS’ and Africa’s GDP,
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respectively. Nigeria is by far the most dominant economy, with 77 percent of
the population and 85.6 percent of the zone’s GDP. Ghana follows with only 9.2
percent of GDP. A worrisome scenario related to Nigeria’s dominance, is that
unlike in Europe, where bigger countries such as Germany and France actin a
financially responsible manner and watch what is going on in weaker countries
such as Portugal, Italy, Ireland, Greece and Spain, - in Africa, bigger countries
such as Nigeria are often the most irresponsible ones, in terms of financial
management. Nigeria has never properly managed its budgets and its balance
sheet is cyclical, being a nation where more than three-quarter of its foreign
earnings come from hydrocarbons. Its population dominates the ECOWAS
region. In any scenario, trade shocks which are experienced in Nigeria will
slowly affect the whole ECOWAS region under a regional economic community.

Fifthly, compared to the European Union, there is low labor and factor mobility
within the ECOWAS sub-region. The economic literature, derived largely from
Robert Mundell’s theory of optimum currency areas, argues that an OCA is a
group of countries in which labor and factor mobility is relatively high (Mundell,
1961). If for example, a member of an OCA is hit by negative asymmetric demand
shocks, then labor and other factors of production will move from this country to
other member countries, thereby restoring employment to its original level. This
mobility functions to equalize wages and factor prices from areas with excess
supply, to areas with deficit supplies. Although there is hardly reliable data on
labor movement across the region, anecdotal evidence shows that there are
serious variations among countries. For example, while labor mobility is rela-
tively high between Nigeria and Benin, partly explained by the porous borders
between the two countries and their relative proximity, there is very little mobility
between most other economies. At the extreme level of immobility in the region
is Ghana. The country’s recent status as an important port of destination for
West African countries is also a threat to employment opportunities and social
security among Ghanaians. The government has therefore introduced very
tough measures for West African migrants, especially from Nigeria in participa-
ting in the labor market in Ghana.

The Arduous Road to a Common Currency in Europe

Even though the European Monetary Union was proposed as early as 1969, its
institutional roots are only to be found in the 1979 European Monetary System
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(EMS), which introduced fixed but adjustable exchange rates between the
major European economies (Dominguez, 2006: 69). However, the first formal
steps of European monetary integration can be traced almost as far back as
October 1962, coinciding with the development of an OCA theory; defined as
the optimal geographical area for a single currency, or for several currencies,
whose exchange rates are irrevocably pegged. The memorandum issued
by the Commission, known as Marjolin Memorandum in 1962, kicked off the
discussion on a common currency and prompted several measures in the field
of monetary cooperation.

The Werner Report, published in 1970 was geared towards improving the growth
prospects and well-being of European countries by exploiting the benefits of a
monetary union and a common monetary policy. The Werner Report proposed
the process of reforming the European currency and set out a blueprint for the
step by step realization of economic and monetary union. It proposed a three-
phase program to: (a) eliminate intra-European exchange rate movements, (b)
centralize EU monetary policy decisions and (c) lower remaining trade barriers
within Europe. However, the proposals of the Werner Report were never imple-
mented, as they were overshadowed by other world events (Hamalainen, 2000).

In 1972, after the demise of the Bretton Woods system, the ‘currency snake’,
an exchange rate arrangement for European countries, was created for the
progressive narrowing of the margins of fluctuation between the currencies of
the Member States. A milestone towards European integration was witnessed
in March 1979, with the emergence of the European Monetary System (EMS)
which significantly contributed to the establishment of the euro, by starting to
maintain member state currencies within the acceptable exchange rate limit
(EU Facts, 2012).

The Delors Report of 1989 further laid the foundations for the single currency.
The emergent Economic and Monetary Union (EMU) was intended to create
a “European Union in which national currencies are replaced by a single EU
currency managed by a sole central bank that operates on behalf of all EU
members” (Petsas, 2003:Slide 20). The three-pronged approach for realizing
this objective began with all EU members joining the EMS exchange rate
mechanism (ERM). Second, exchange rate margins were to be narrowed and
certain macroeconomic policy decisions placed under more centralized EU
control. Third, the replacement of national currencies by a single European
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currency and vesting all monetary policy decisions in the European System of
Central Banks (ESCB).

In 1992, the EU was able to put in place durable mechanisms to strengthen and
converge economies and establish an economic and monetary union including a
single and stable currency as part of the Maastricht Treaty (EU, 1992). Although
there was a crisis in fixed exchange rates in 1992, the European Central Bank
(ECB) was created in 1998 and the euro was introduced electronically in 1999
and physically in 2002 (Dominguez, 2006: 70). The Maastricht Treaty, which led
to the creation of the euro, includes a number of restrictions on the fiscal policies
of EMU member states. The euro was intended to increase international price
transparency, as this would ideally foster competition, locational arbitrage and
cross-border trade (Frankel and Andrew, 2002), which should result in price
convergence (Bris and Micola, 2008).

The member states of the euro area have assigned the task of framing monetary
policy to the European Central Bank (ECB). As a common monetary authority,
the ECB is set up as a highly independent central bank to insure that it will be
able to ensure price stability (Bordo, Jonung and Markiewicz, 2011:2). Both the
Maastricht Treaty and the Stability and Growth Pact (SGP), have exclusively
reserved the powers of fiscal policy within the European Union (EU) for national
governments. These rules, pertaining to the Economic and Monetary Union
(EMU), cover euro area member states as well as member states that have
not adopted the euro. As Bordo, Jonung and Markiewicz (2011:2) pointed out;
these sets of rules pertaining to the fiscal system are monitored centrally by the
Commission in a policy dialogue with member states. This system represents
the existing fiscal policy framework of the euro area, which complements the
monetary union and its single currency, the euro.

Although the idea of an institutional design for framing fiscal policies and for
preserving the fiscal sustainability of the monetary union, had been the subject
of heated debate even before the introduction of the euro (European Economy,
2008), the recent crisis in the euro zone has further polarized the debate
and added a normative view of ‘proper’ fiscal policy arrangements within the
European Union. African leaders are closely following the debate in order to
avoid the mistakes in the economic governance structure of the EU.
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Even though the crisis has confirmed the need for a restructuring and
strengthening of the European Union, the direction the restructuring should take
remains problematic. While some argue for an extension of the fiscal powers
of ‘Brussels’, others argue that the present institutional set-up is proper and
that the fiscal policy framework should solely be the business of member states
(Mckay, 2005). Some commentators argue that the monetary union is not in
need of any central fiscal coordination across member states, or at least of less
coordination than at present. Another group recommends improvements in the
quality of the fiscal policy process and fiscal institutions across the EU, as a
promising way to improve fiscal policy governance in the EU.

That the debate is far from conclusive is not surprising. Bordo, Jonung and
Markiewicz (2011:2) have argued that the “euro area is the first monetary union
where monetary policy is set up at the central (European) level while fiscal
policy is carried out at the sub-central (national) levels”. Thus, it is evident that
there is hardly any testable institutional set-up which can rescue the euro zone
from the economic doldrums.

Lessons West Africa Can Learn from the European Common
Currency

As mentioned earlier, the African Union and the majority of African regional
integration arrangements explicitly aim at monetary union as part of the final
destination of integration. The Abuja Treaty of 1991, called for the establishment
of the African Economic Community by 2027. The Treaty envisages an African
central bank, a common currency, complete mobility of production factors and
free trade in goods and services in the community. In the case of ECOWAS, a
roadmap exists that envisages comprehensive monetary union, incorporating a
single currency and a regional central bank in 2020.

In their study of a single currency in Africa, Masson and Pattillo (2004:10)
reached several conclusions on the benefits of a common currency in Africa
vis-a-vis the euro area. First, they argued that since euro area countries have
better communication and transportation links than African countries, Africa
cannot expect the same gains from economies of scale and reduction of
transaction costs, even in proportion to its economic size, that resulted from
European monetary union. Second, considering the fact that African countries
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are highly specialized, they suffer greatly in terms of trade shocks, which often
do not involve the same commodities and hence do not move together. Third,
even though labor mobility in some African regions is higher than in Europe, it
is still limited and politically sensitive. Lastly, there is a conspicuous absence of
intra-African fiscal transfers. In West Africa, no official fiscal transfer mechanism
exists in the region, except for some official and military aid provided by Nigeria
to some other countries in the region. It is essential that this issue is addressed
before the commencement of the common currency regime.

Most analysts agree, that the desire for and conception of monetary union
in Africa has strongly been influenced by Europe’s integration experience
and the eventual introduction of the euro. The initial success of the euro has
served as a role model that can be replicated in Africa to reap the benefits of
a single currency, encapsulated in the special contribution it makes to trade
and investment. Apart from the elimination of the cumbersomeness of currency
conversion and variation in the nominal exchange rate, a common currency, it is
argued, would provide immense benefits for trade creation and micro economic
stability (McCarthy, 2012). However, the sovereign debt crisis in the euro zone
has persuaded observers to move away from the ‘fallacy of transposition,’ to
consider the salient lessons about the shortcomings in the architecture of the
zone.

The first lesson that the European common currency offers West Africa, is
the need for a feasible space to develop an economic union. The EU expe-
rience clearly underscores the need to build consensus between political and
economic factors, as well as amongst various actors in the project of regionali-
zation. Within this context, not just politicians are expected to push for monetary
integration, but also the active involvement of different lobby groups such
as employers’ associations, the media, labor unions, students and others is
required. The involvement and commitment of different actors and political insti-
tutions at the local and regional level remains the key factor towards achieving
an integrated currency market, as demonstrated in the EU. Furthermore, the
role of political leadership and strong institutions remains pivotal in this process.

The second lesson, emanating primarily from the crisis, is the need to go
beyond macroeconomic objectives when constructing a common currency.
The crisis has amply demonstrated that macroeconomic indicators such as the
rate of inflation, current account balances and government budget deficits -
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though being important preconditions for a common currency - are not enough.
Macroeconomic convergence (in Europe, the meeting of the Maastricht criteria)
at the point of entry into the monetary union is not sufficient to ensure success.
The crisis has thus turned the spotlight on other factors - such as discipline,
transparency, political commitment and a number of others - that need to be
considered when monetary union is included in regional integration planning
(McCarthy, 2012).

The third lesson, related to the preceding, is the challenges associated with
bringing disparate economies together to form a common currency. The
euro zone crisis demonstrates that although macroeconomic convergence is
desirable, economic convergence is equally important. If a monetary union
brings together a number of disparate economies, which are characterized by
large differences in competitiveness, this could be an albatross around the neck
of the monetary union. Here, it is imperative to note that the root cause of the
euro’s problems is that the euro zone covers a group of disparate economies,
operating at substantially different levels of competitiveness. The former
president of France, Nicolas Sarkozy, acknowledged this challenge when he
remarked that « there can be no common currency without economic conver-
gence without which the euro will be too strong for some, too weak for others,
and the euro zone will break up » (Bremner, 2011:59). Similarly, a Financial
Times columnist aptly captured the situation: "Today’s crisis is structural,
stemming from euro’s flawed design and particularly the misguided notion that a
common monetary policy would work without integration of other policies — and
not just fiscal policy...lashing 17 disparate economies together monetarily and
expecting them to march in step is ludicrous” (Rattner, 2011:59).

In ECOWAS, the disparity created by Nigeria, as a much larger economy,
will have serious implications for monetary union. Moreover, as a maijor oil
exporter, Nigeria’s economy differs greatly from its neighbors, which export
different primary commodities and are thus subject to different shocks (Masson
and Pattillo, 2012:13). The importance and influence of the continent’s most
populous nation can not be under estimated. Despite Nigeria’s demographic
and economic dominance in the zone, the country still finds it difficult to meet the
harmonization convergence criteria, let alone pushing other member countries
to comply with it. The numerous conflicts facing the country, as well as weak
governance structures have meant that the country has not been able to lead by
example. Unlike the euro zone where countries like Germany serve as mentors
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to minor ones, like Portugal, the shaky nature of almost all economies in the
WAMZ does not bode well (Somed, 2012).

The fourth lesson relates to the need for more fiscal and economic integration.
This requires member countries to give up a significant amount of sovereignty
(Norris, 2011). As mentioned in the introduction, the European Economic and
Monetary Union suffer from structural weaknesses. UNECA (2012) posited that
the crisis in the euro zone has been brought about by various discrepancies
in the structure of the monetary union. The crisis has significantly revealed
the challenges of the European Union’s sui generis political status, which is
no longer a mere assemblage of nation-states, yet is also not a fully-fledged
federal entity. No monetary union has ever succeeded without a concurrent
political union, including fiscal consolidation. However, the European Monetary
Union remains a centralized monetary authority, without fiscal capacity. It has
only a relatively weak set of political institutions and identities, making its opera-
tions and survival difficult. In order to avoid such consequences in West Africa,
regional integration arrangements should strive to establish a single fiscal policy,
as well as a single monetary policy. However, such a task is daunting, consi-
dering the fact that the region encompasses countries with diverse political,
economic and social backgrounds. Establishing such a policy requires greater
political will and policy coordination among individual countries. Just like most
European member States, the leaders of African countries will want to maintain
their sovereignty (UNECA, 2012).

The fifth lesson relates to the need to continually review and update political insti-
tutions and equip them with mechanisms to ease future financial and economic
crises. As Robert Schuman aptly noted at the creation of the European Union
in 1950, “Europe will not be made all at once, or according to a single, general
plan. It will be built through concrete achievements, which will create a de facto
solidarity” (Schuman, 1950:1). The history of the European Union demonstrates
that most crises have led to further integration. Thus, it is likely that through
political will and creativity, decisive innovation will help salvage the crisis facing
the euro zone.

The last lesson emanating from the experience of the European common
currency is the importance of collaboration and the building of cohesion
between member states. The experience of the European Union shows that
though regional integration arrangements are first and foremost motivated by
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political objectives, they are primarily constructed using economic building
blocks. Although the logic of the three dominant factors - economic, political and
legal - in constructing the European Monetary Union is inherently distinctive:
they interact with and even influence each other. It is imperative that politicians
and policy-makers deal with the loss of policy space, whether economic, social
or political, which results. In Europe, this fact has long been accepted, as there
is a wide agreement that the current problems of the euro zone will have to
be solved in the political domain. McCarthy (2012) opined that in Africa, it is
important to find out if African political leaders will find it easier to cope with the
challenges of monetary union and what this requires in terms of fiscal integra-
tion.

Conclusion

Despite the recent crisis in the euro zone, European integration has been a
remarkable success and provides a model of linear integration, which is charac-
terized by incremental, deeper integration, in parallel with the expansion of
membership. The movement from monetary integration to monetary union and
a single currency, has demonstrated the resilient structures put in place by the
European Union 50 years ago. The question, as it relates to this background
paper, is what lessons the West African sub-region can learn from the EU’s
experience in constructing a monetary union and the introduction of a common
currency?

However, an important point to note is that it took about 50 years, from the
signing of the European Coal and Steel Community Treaty in 1951, for Europe
to achieve the introduction of the euro. Meanwhile, the possibility of deeper
economic and financial integration in Africa, especially in the West African sub-
region, has continued to generate both academic and policy interest, both within
and outside the continent.

It is therefore clear from the discussion in this paper that even though ECOWAS
is at a different stage of integration, the European Union’s common currency
and the ongoing crisis in the euro zone offer invaluable experiences for West
Africa on its march to monetary integration. The study has brought to the fore
a number of lessons West Africa can learn from the EU’'s common currency
and the ongoing crisis. The paper identifies the need for strong and committed
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leadership and a credible space for dialogue among the different actors in the
regionalizing process. It also highlights the importance of building resilient
and innovative structures to address unforeseen crises. Such structures must
take cognizance of the often contradictory interaction between the economic,
political and legal elements of the integration process. Similarly, these struc-
tures are expected to address asymmetries in the logic of political discourse,
which are not restricted to the economy, but also affect the political and legal
elements which manifest both at the local and regional levels. The European
Union’s experience clearly shows that regional integration processes, struc-
tures and mandates are not given and static and therefore must continuously
be assessed in light of the integration experience. Therefore, decisive political
leadership is needed to respond to the ups and downs of a monetary union.

155



The European Experience of a Common Currency: Lessons Learned

References

Adam, M. A., Agyapong, D and Numapau, E.G., 2010. Dynamic Macroeco-
nomic Convergence in WAMZ. International Business and Management. 1(1) ,
pp-85-110.

Agyapong, D., 2012. The Eurozone Currency Crisis: A Lesson for the West
Africa Monetary Zone. Asian Journal of Business and Management Sciences,
1 (11) pp.11-25.

Angelini, P. and Lippi, F., 2007. Did prices really soar after Euro cash chan-
geover? Evidence from ATM withdrawals. International Journal of Central
Banking. 3(4), pp.1-22.

Bartram, M. S and Karolyi, K. A. 2006. The Impact of the Introduction of the
Euro on Foreign Exchange Rate Risk Exposures. Journal of Empirical Finance
13, pp.519-549.

Bordo, M. D., Jonung, L. and Markiewicz, A., 2011. A Fiscal Union for the Euro:
Some Lessons from History. NBER Working Paper 17380, Cambridge, MA: NBER.

Bremner, C., 2011. Sarkozy and Merkel demand Relaunch of European Ideal
with ‘Treaty of Solidarity’, London Times, 2 December, 2011, pp.59.

Bris, A. and Micola, R. A., 2008. Separated by a Common Currency? Evidence
from the Euro Changeover March 3, 2008.

Chintrakarn, P., 2008. Estimating the Euro Effects on Trade with Propensity
Score Matching. Review of International Economics, 16(1), pp.186-198.

Chuku, A. C., 2012. The Proposed Eco: Should West Africa Proceed With a
Common Currency? Paper presented at the Conference on Economic Develop-
ment in Africa at the Centre for the Study of African Economies (CSAE) Oxford:
Oxford University, 18-20 March 2012.

Coeurdacier, N and Martin, P., 2009. The Geography of Asset Trade and

the Euro: Insiders and Outsiders. Journal of the Japanese and International
Economies,23(2), pp.90-113.

156



Terhemba Ambe-Uva

Dominguez, K. M. E., 2006. The European Central Bank, the Euro, and Global
Financial Markets. The Journal of Economic Perspectives 20 (4), pp. 67-88.

Ekong, C. N. and Onye, K. U., 2012. On the Feasibility of a Common Currency
in West Africa: Evidence from a Multivariate Structural VAR. Current Research
Journal of Economic Theory 4(4), pp.120-131.

EU, 1992. The Maastricht Treaty: Treaty on European Union. [pdf] Available at
<http://www.eurotreaties.com/maastrichteu.pdf> [Accessed 7 February, 2013].

EU Facts, 2012. European Monetary System. [pdf] Available at: <http://www.
civitas.org.uk/eufacts/FSECON/EC9.htm> [Accessed 03 August 2012].

European Economy, 2008. The EU’s Response to Support the Real Economy
During the Economic Crisis: An Overview of Member States’ Recovery
Measures. Occasional Papers 51, Brussels: European Commission/ DG
ECFIN, July 2008.

Frankel, J. and Andrew, R., 2002. An Estimate of the Effect of Common Curren-
cies on Trade and Income. Quarterly Journal of Economics, May 2002.

Fritsche, U., Lein, S. and Weber, S., 2009. Do Prices in the EMU Converge
(Non-linearly)? DEP Discussion Papers 4/2009, Macroeconomics and Finance
Series, Hamburg

Hamalainen, S., 2000. The Single Currency and European Integration. Speech
delivered at the Seminar EMU Experience and Prospects - A Small State
Perspective, Institute of European Affairs, Dublin, 16 October 2000.

Hembruff, J., 2011. European Son: Neoliberal Integration, the European
Monetary Union and the European Sovereign Debt Crises, Inquiry and Insight,
4(1), pp.6-19.

IMF, 2002. IMF Survey Supplement on the Fund. [pdf] Volume 31 September

2002 Available at <http://www.imf.org/external/pubs/ft/survey/sup2002/index.
htm> [Accessed 7 January 2013].

157


http://www.eurotreaties.com/maastrichteu.pdf
http://www.civitas.org.uk/eufacts/FSECON/EC9.htm. Accessed 03 August 2012
http://www.civitas.org.uk/eufacts/FSECON/EC9.htm. Accessed 03 August 2012
http://www.imf.org/external/pubs/ft/survey/sup2002/index.htm
http://www.imf.org/external/pubs/ft/survey/sup2002/index.htm

The European Experience of a Common Currency: Lessons Learned

Kirkegaard, J. F. (2011). Painful Euro Crisis and Lessons for the World — Part I.
[pdf] Yale Center for the Study of Globalisation. Yale Global Online Magazine.
Available at <http://yaleglobal.yale.edu/content/painful-euro-crisis-and-lessons-
world> [Accessed 03 December 2012].

Lane, P. R., 2006. Global Bond Portfolios and EMU. IIIS Discussion Paper No.
168. SSRN. Available at <http://ssrn.com/abstract=925858 or http://dx.doi.
0rg/10.2139/ssrn.925858> [Accessed 03 November, 2012].

Masson, P. and Taylor, M., 1993. Fiscal Policy within Common Currency Areas.
Journal of Common Market Studies, 31 (1).

Masson, P. and Pattillo, C., 2001. Monetary union in West Africa (ECOWAS)
- Is it desirable and how could it be achieved? Occasional Paper No. 204
Washington: International Monetary Fund.

Masson, P. and Pattillo C., 2004. A Single Currency for Africa. Finance and
Development. December, 2004.

Masson, P. and Pattillo, C., 2005. The Monetary Geography of Africa.
Washington, DC: Brookings Institution Press.

McCarthy, C., 2008. The Roadmap towards Monetary Union in Southern Africa
— is the European experience commendable and replicable? Third GARNET
Annual Conference, Bordeaux, September 2008.

McCarthy, C., 2012. A Comment on the Lessons the Euro Crisis holds for
African Monetary Integration. SADC: Trade Law Centre.

McKay, D., 2005. Economic Logic or Political Logic? Economic theory, federal
theory and EMU, Journal of European Public Policy 12, pp.528-544.

Mundell, R. A., 1961. ATheory of Optimum Currency Areas. American Economic
Review 53, pp.657-664.

Niyiragira, Y. ,2012. Revised Plan of Single Currency for West Africa. African

Union Monitor. [online] Available at <http://www.pambazuka.org/aumonitor/
comments/2421/> [Accessed 01 September, 2012].

158


http://yaleglobal.yale.edu/content/painful-euro-crisis-and-lessons-world
http://yaleglobal.yale.edu/content/painful-euro-crisis-and-lessons-world
http://dx.doi.org/10.2139/ssrn.925858
http://dx.doi.org/10.2139/ssrn.925858
mailto:niyves@gmail.com
http://www.pambazuka.org/aumonitor/comments/2421/
http://www.pambazuka.org/aumonitor/comments/2421/

Terhemba Ambe-Uva

Petsas, I., 2003. Optimum Currency Areas and the European Experience. New
Jersey: Pearson Education, Inc.

Quiggin, J., 2012. Zombie Economics: How Dead Ideas Still Walk among Us.
New Jersey: Princeton University Press.

Rattner, S., 2011. Look to Africa for Lessons in Sharing Currency. London
Financial Times, 21 October, 2011.

Rusuhuzwa, T. K., and Masson, P. R., 2012. Design and Implementation of a
Common Currency Area in the East African Community. Working Paper 451,
University of Toronto Department of Economics.

Skrekas, N., 2010. Greek GDP Revised Down. Wall Street Journal. Available
at <http://online.wsj.com/article/SB10001424052748703453804575479162284
898390.htmI> [Accessed 05-01-2013].

Somed, M., 2012. Euro’s Lessons For the Eco — WAMZ on High Alert. [online]
Available at: <http://www.ghanabizmedia.com/ghanabizmedia/march-2012-
banking-a-finance/574-euros-lessons-for-the-eco--wamz-on-high-alert.html.>
[Accessed 13 February 2013].

Tsangarides, C. and Qureshi, M., 2008. Monetary Union Membership in West
Africa: A Cluster Analysis. World Development, 36 (7), pp.1261-1279.

UNECA, 2012. Common Currency: Why events in Europe should not derail
attempts to form a single currency in East Africa. Bulletin of the Sub-regional
Office for Eastern Africa (SRO-EA) of the United Nations Economic Commis-
sion for Africa (ECA), Issue No 8, January 2012.

UNECA/AU, 2012. The Impact of the European Debt Crisis on Africa’s
Economy: A Background Paper. Presented at the 5th Joint Annual Meetings of
the AU Conference of Ministers of Economy and Finance and ECA Conference
of African Ministers of Finance, Planning and Economic Development, Addis
Ababa, Ethiopia, 26—27 March 2012.

159


http://online.wsj.com/article/SB10001424052748703453804575479162284898390.html
http://online.wsj.com/article/SB10001424052748703453804575479162284898390.html
http://www.ghanabizmedia.com/ghanabizmedia/march-2012-banking-a-finance/574-euros-lessons-for-the-eco--wamz-on-high-alert.html
http://www.ghanabizmedia.com/ghanabizmedia/march-2012-banking-a-finance/574-euros-lessons-for-the-eco--wamz-on-high-alert.html




Paulina Mendes

Paulina Mendes

The Experience of Guinea-Bissau’s Integration
in WAEMU: Lessons for the Euro Zone

Introduction

Interaction between actors is one of the preconditions to achieve a public good.
This condition justifies the actors’ grouping in institutions such as family, com-
munity, state and regional blocks at the highest level in order to satisfy their
political and/or economic interests.

Thus, regional integration is one of the solutions found by political leaders of
this time to increase exchange and to promote economic growth and develop-
ment. This perspective was reinforced by economic integration theorists, espe-
cially Balassa (1961) and Robson (1985), who prescribe the regrouping of de-
veloping countries into economic regional blocks to have a stronger probability
to work in close political synergy, what contributes to the value of their interests
within the international market and to increase their competitiveness.

The grouping of countries with varying levels of development in regional blocks
needs the explicit and voluntary consent of participating countries on the chal-
lenges which occur within the process of regional integration. This includes the
respect of solidarity principles and compensation to mitigate economic imbalan-
ce between countries in order to foster regional integration.

This is the case, for example, within the West African Economic and Monetary
Union (WAEMU), where a country like Ivory Coast, which covers the largest and
most diverse economy of the union, shares the same space of integration with
Guinea-Bissau, a small economy which is highly focused on a single product
which is cashew nuts.

161



The Experience of Guinea-Bissau'’s Integration in WAEMU

Guinea-Bissau differs from the rest of the Union’s member countries because it
is the only country which had been colonized by Portugal and which withstood
fought an armed struggle that lasted eleven years., Notably after its indepen-
dence, it has experienced successive periods of socio-political instability, which
has contributed to the weak political and economic structures in the country.

On the one hand, this article aims at the integration of Guinea-Bissau within
WAEMU and to underline its impact on social and economic development. On
the other hand, it highlights the experiences of monetary integration the euro
zone could learn from the WAEMU zone. To achieve these objectives, the fol-
lowing questions have been formulated to guide the elaboration of this work:

1. What are the reasons that led Guinea-Bissau to integrate with an organiza-
tion which was traditionally designed to respond to the requests of the old
French colonies in West Africa?

2. Has the integration of Guinea-Bissau within WAEMU been translated into
improved national macro-economic indicators and changes in the socio-
cultural values of the people?

3. Which lessons of WAEMU's experience could help mitigate the crisis in the
Euro zone?

To respond to these questions, the article is structured in four points: The first
one looks at Guinea-Bissau as a Portuguese speaking country in the midst of
a francophone community; the second one demonstrates the historical ante-
cedents of WAEMU, in terms of a regional organization that is a member of
the Franc zone. The third point deals with the experience of Guinea-Bissau’s
integration in WAEMU and its impact on the socio-economic development of the
country. Finally, the focus lies on the lessons which the Euro zone could draw
from the experience of WAEMU.

Guinea-Bissau: A Portuguese Speaking Country Within The
Francophone Community

The Portuguese arrived in Guinea-Bissau in 1446 with the aim to dominate and
exploit the country. However, this aspiration for colonial power encountered the
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resistance of the Guinean people. This resistance is reflected in the short period
of Portugal’s dominance over this country, less than 60 years on the continental
part and 37 years on the archipelago of Bijagos (Mendy, 1997:22).

In contrast to Angola and Mozambique which were colonies of settlement, Gui-
nea-Bissau, was a colony for exploitation. Being colonized by Portugal granted
Guinea-Bissau the privilege to join the Communauté des Pays de Langue Por-
tugaise (CPLP, i.e. Community of Portuguese-speaking countries), created in
1996, which includes Angola, Brazil, Cape Verde, Mozambique, Portugal, Sao
Tome and Principe and East Timor.

In terms of geographical location and compared to its coutnerparts that share
the same colonial past, Guinea- Bissau is far away from the other colonized
countries of Portugal with the exception of Cape-Verde.

It shares physical boundaries only with francophone countries, former French
colonies. It is bounded on the North by Senegal, and in the South by Guinea.
With respect to culture!, Guinea-Bissau is closer to its francophone neighbors in
the sub-region, which makes the integration of Guinea-Bissau within WAEMU a
sort of reunion between siblings who were separated against their will by colo-
nial forces during the Berlin Conference in 1884.

In terms of monetary policy, unlike other member countries of WAEMU, Guinea-
Bissau decided to create its own national currency, the Peso, after its inde-
pendence on 24 September 1973, to substitute the Portuguese currency, the
Escudo. To achieve this, the Banco Nacional da Guiné (BNG) was established,
which operated as central bank, treasury and universal bank.

Following monetary reform in March 1976, the Guinean Peso was created to
substitute the Portuguese Escudo. Since 1902, the Portuguese Escudo had

circulated in the territory which later became Guinea-Bissau.

Unfortunately, the monetary history of the country was characterized by the
constant depreciation of the Guinean Peso, which consequently resulted in pri-

1 Guinea- Bissau differs from its counterparts, regarding the official language of communication
within the institutions of the state, and the currency used.
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ce instability. If these factors are added to the fact that the currency was incon-
vertible, one can easily imagine the difficulties that the country was confronted
with, especially in areas such as international trade and foreign investment.

On 2 May 1997, Guinea-Bissau adopted the Franc de la Communauté finan-
ciére africaine (CFA franc, ie. Franc of the African Financial Community), upon
signing the Dakar agreement , and was integrated in WAEMU which included
former French colonies such as Benin, Burkina Faso, Ivory Coast, Mali, Niger,
Senegal and Togo. Since the official working language of this community is
French, this involves enormous efforts for Guinea-Bissau to be able to parti-
cipate in the activities that are realized and implemented by this organization.

Historical Overview Of WAEMU

The creation of WAEMU is part of a political cooperation between French-
speaking, West African countries including Upper Volta (today: Burkina Faso),
Ivory Coast, Dahomey (Benin), Guinea, Mauritania, Niger, Senegal and French
Sudan (today: Mali), advocating an efficient control of the territories by the ad-
option of common monetary, commercial and legislative policies (Barry, 2006).

To specify these objectives, the Afrique Occidental Francgaise (AOF, i.e. French
West Africa) was established in June 1895, with the aim to coordinate the admi-
nistrative and financial territories composing this area in order to reconcile their
interests and ensure financial solidarity, and to strengthen their investments
(Fernandes, 2007:122).

The evolution of monetary emission resulted in the creation of the franc for the
French Colonies in Africa (CFA franc) in 1945, which was renamed to franc de la
Communauté Financiére Africaine (CFA franc) and was issued by the Banque
Centrale des Etats de bAfrique de hOuest (BCEAO, Central Bank of the West
African States), after independence in 1960 (Mendes, 2012: 6).

In 1959, the AOF federation has been created by integrating Dahomey (today:
Benin), French Sudan (today: Mali), Senegal, and Upper-Volta (today: Burkina
Faso). In the end, only Senegal and Sudan stayed therein. However, this fe-
deration has had hard times in regard to ideological differences between the
presidents of the two countries: Modibo Keita, who supported Guinea and was
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influenced by communism, aimed to establish a unitary federal state, while the
pro-Western president of Senegal at that time, Léopold Sédar Senghor, opted
for a flexible federation to strengthen the influence of France within the region.
This federation broke apart after the independencies of both countries (Fernan-
des, 2007:125).

At the same time, the council of the Entente or the Sahel-Benin Union emerged
which included Upper Volta (today: Burkina Faso), Ivory Coast and Dahomey
(today: Benin). In 1966, Togo joined these countries. However, the project was
not followed up because of the opposition of Ivory Coast against the introduc-
tion of the principle of free movement. In 1961, in the capital of Niger, several
AOF countries expressed their interest to maintain the currency that they were
using since colonial times via an agreement.

In 1962, Benin, Burkina Faso, Ivory Coast, Mali, Mauritanian, Niger, Senegal
and Togo signed a treaty in Paris that established the monetary union. One year
later, Mali withdrew, followed by Mauritanian eleven years later.

In the seventies, reforms were made, not only with the intention to Africanize
the staff of BCEAO and to move the headquarters of the bank to the African
continent, but also to reduce France’s role of a guardian of its former colonies
(Mendes, 2012:7). Likewise, the Banque Ouest Africaine de Développement
(BOAD, i.e. West African Bank of Development) was created in 1973.

In 1984, Mali signed the contracts to rejopin the Union in order to benefit from
the common currency which facilitates trade among member states, guaran-
tees the convertibility of the currency by the French Treasury and the existence
of a common issuing institution (Fernandes, 2007:142-143).

After the economic crisis which affected the union’s countries since 1985, re-
sulting from the falling prices of main export commodities on the international
market, the members were obliged to devaluate the CFA Franc by 50% on 10
January 1994. In the same year, it was decided to strengthen the monetary
union by adding to the economic dimension with the creation of WAEMU with a
multilateral surveillance mechanism for economic and financial politics, a com-
mon external tariff, and the free movement of people, goods and capital, as well
as the harmonization of sector policies.
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In January 1999, with the Euro entering into force, the cooperation stemming
from colonial times was maintained. The decision of the European Council no.
98/683/CE on 23 November 1998 which authorized the French to pursue their
cooperation with the Franc zone came to an end with the recognition of the
budgetary nature of the cooperation. This decision has caused the automatic
anchorage of the CFA Franc to the Euro at a fixed parity of 1€ for 655,9570 CFA
Franc (Mendes, 2012:7).

In December 2007, the institutions of WAEMU adopted institutional reforms
which came into force on 1 April 2010. On one hand, the reforms sought to
modernize the institutional framework of WAEMU and BCEAO in order to be
able to adapt to the new requirements of specific missions of the Central Bank.
On the other hand, they strengthened the stability of the banking and finance
system and modernized the rules that governed external financial relations with
member countries of the EU. In monetary terms, this reform has given BCEAO
greater independence whose top priority is price stability. However, the opera-
tions’ account, opened on the books of the Treasury of the French Republic, re-
mains the linking of the African member countries of the CFA zone and France
(EU). Through this account, France guarantees the unlimited convertibility of
the CFA Franc. In return, African countries deposit 50% of their exchanging
reserves there and respect a set of principles, especially the free movement of
capital within the franc zone, the maintenance of a fixed exchange rate, and the
sharing of exchange reserves (Mendes, 2012:8).

WAEMU: A Strategic Lever For Guinea-Bissau

WAEMU is a regional economic organisation, which was traditionally created to
guide the destinies of West African countries that were colonised by France in
order to realize their socio-economic development. Thus, the realisation of the
expected development can be reached by the harmonisation of economic poli-
tics, the unification of national markets and the implementation of common sec-
tor policies. It also needs to strengthen the competitiveness between member
countries in economic and financial activities, the harmonization of the juridical
framework and the supervision of the multilateral institution to assure macro-
economic convergence.
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Guinea-Bissau has felt the necessity to integrate within WAEMU in order to try
to solve its economic problems, particularly the remarkable macro-economic
imbalances, the depreciation of the peso, an unsound financial system, per-
sistent external account and public finance deficits, a market which is not very
attractive for investors and with not very diversified production structures, cen-
tered onwhich cashews constitute 90% of the total value of the countries’ ex-
ports. Also, the non-convertibility of the currency put a strain on Foreign Direct
Investment (FDI) and the weak economy (Mendes and Sall, 2012).

Even though the international context has contributed to the stagnation of an
important part of the economies of Sub-Saharan African countries’, particularly
in the case of Guinea-Bissau, its socio-political instability has added to this, as
an element which contributed to the degradation of the main macro-economic
indicators and its delay in development.

These elements led Guinea-Bissau to look for a solution to its macro-econo-
mic imbalance in WAEMU through the privileges that integration provides to
its member countries and in the respect of the boundaries to its francophone
countries in the North and the South. However, the Republic of Guinea had
ceased to be a member of this block from the colonial era after independence
in October 1958.

Another possible reason for the integration of this country in the regional block
is related to the delay of Portuguese-speaking African countries to conceptua-
lize a similar organisation as the WAEMU. This delay can partly be explained
by the late independence of these countries and their geographical dispersion.

WAEMU: A Lifeline For The Economy Of Guinea-Bissau

The integration of a country in a monetary zone produces advantages resulting
from the utilization of a single currency between the countries which contributes
to the reduction of uncertainties in the development of the exchange rate. Mendes
and Sall (2012) argue that insecurities can represent an obstacle regarding eco-
nomic activity, essentially in a country with weak revenues and without access to
financial markets, such as Guinea-Bissau. Indeed, the reduction of exchange rate
risks allows ameliorating the decision of principal economic actors on the one hand.
On the other hand, it allows the reduction of the real interest rate, which can reflect
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the selection of appropriate projects and the improvement of banks’ performance.
The integration of Guinea-Bissau in the WAEMU is based on the criterion of
cost-benefit analysis that the country conducts when integrating in the Union
(Mendes and Sall: 2012) and not by the criteria as it is the case for the euro
zone. To evaluate the macro-economic impacts of Guinea-Bissau’s integration
within WAEMU, a study conducted by Mendes and Sall (2012) showed clearly
that the macro-economic situation of the country has improved since the ac-
cession of Guinea-Bissau to the Union. The table below shows the evolution of
different indicators before and after the accession. Thus, the real growth rate
increased from 3.5% between 1990 and 1996 to 4.1% between 2008 and 2011,
inflation considerably decreased from 45.7% to 4.1%, public expenditures as
share of GDP have increased progressively, from 16% to 21.3%, the investment
rate increased from 2.1% to 6.6%. Grosso modo, the majority of the indicators
has improved, including the period of the military conflict in 1998-99.

Table1. Principal macro-economic indicators

Average within the period

Indicator 1990- 1997- 2000- 2004- 2008-

1996 1999 2003 2007 2011
Real growth rate 3,5% -7.2% 0,2% 3,1% 4,1%
Inflation 457% 18,3% 2,9% 2,7% 4.1%

Public expenditures/ | 16,0% 16,8% 19,9% 21,1% 21,3%
GDP

Public investment/ 6,6% 4.2% 5,8% 3,5% 4.1%
GDP

Payroll / Tax Reve- 72,7% 88,2% 83,6% 96,6% 80,6%
nue

Fiscal deficit/GDP -10,9% | -11,1% -5,0% -4,7% -0,1%
tax burden 2,1% 3,0% 4,9% 5,4% 7,2%
investment rate 2,1% 3,0% 9,1% 7,0% 6,6%
% of imports co- 32,9% 79,4% 76,9% 59,0% 62,4%
vered by exports

Current account -16,0% -6,9% 0,0% -2,6% -4,8%
balance / GDP

Source: BCEAO
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Guinea-Bissau: Between Macro-Economic Convergence And
Socio-Cultural Convergence

The integration of Guinea-Bissau within WAEMU has not only influenced the
macro-economic framework of the country, but also its socio-cultural context.
The ways Bissau-Guineans dress and paint, particularly women, have changed
progressively due to their interactions with the citizens of other countries within
the union, in seminars, workshops, conferences or exchanges.

The meetings between the traders of the countries forming this regional bloc on
the principal weekly markets called lumos, have contributed to the increasing
interdependency of values and cultural adjustment. This acculturation is reflec-
ted in the culinary domain, especially the incorporation of several receipts of
these countries in the Guinean kitchen.

The impact of the accession of Guinea-Bissau to WAEMU can also be recog-
nized in the linguistic domain, in terms of a large utilization of the national lan-
guages of each country in other countries, because migrants have a tendency
to conserve the language of their home country, while learning the language of
the host countryhis way, the habitants of the host country teach their language
and learn the one of the newly arrived. For example, Wolof is widespread in
Guinea-Bissau because of the presence of many Senegalese in the market
of Bandim and the temporary displacements of Bissau-Guineans to Senegal.
Also, the language creole is propagated in Senegal because of the relation
between Bissau-Guinean clients and Senegalese merchants in the markets of
Ziguinchor and Dakar, making the latter learning creole even without knowing
Guinea-Bissau.

In addition to the co-existence of citizens of WAEMU countries, the provision of
the organisational statute which established the free movement of people in this
community space has allowed certain citizens of these countries to choose Gui-
nea-Bissau as a country of residence and to develop their activities there. Some of
them can subsequently marry Bissau-Guineans which will contribute to strengthen
the interdependency between values and acculturation in Guinea-Bissau.
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The placement of citizens of Guinea-Bissau in the different structures of WA-
EMU working in these countries, also contributes to a socio-cultural conver-
gence in this regional space.

Another sector which reflects the cultural convergence is the sector of the hig-
her education, with the alignment of curricula of the Amilcar Cabral University
with other WAEMU countries. The elements described above foster the accul-
turation and the strengthening of the shared community values within WAEMU.

WAEMU: Which Lessons To Draw For The European Union?
Reasons For The Crisis In The Euro Zone

The crisis in the Euro zone which started in 2010 with the Greek debt crisis follo-
wed by the ones in Ireland and Portugal in 2011, has revealed a lack of optima-
lity in the euro zone in terms of a monetary zone and its mechanisms to prevent
and handle crises, according to Mendes (2012). Indeed, the failure of the multi-
lateral surveillance mechanism of economic policies, which was implemented in
the Euro zone, did not allow to discover and/or to correct the macro-economic
imbalance in the different member countries. Likewise, the insufficiencies of so-
lidarity policies, as well as its late manifestation have contributed to exacerbate
distrust and speculation at financial markets.

Furthermore, the definition and the implementation of the single currency po-
licy in the Euro zone is entrusted entirely to the European Central Bank with
the only purpose to promote price stability, while each country conserves its
prerogatives in terms of budgetary and fiscal policy. This is a problem as this
situation did not foster a better determination of the optimal policy mixture for
the entire zone.

What Are The Lessons For The Euro Zone?

WAEMU countries are all exporters of basic products, with the highest probabi-
lity of asymmetric shocks due to price instability of primary products on the in-
ternational market and difference in their export structure. However, asymmetric
shocks may not represent the downside of monetary union, insofar that affected
countries can be helped by non-affected countries. Within this framework, Ossa
(2000) emphasized the solidarity between member countries to be the criteria
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of optimality. In the very same sense Mendes (2012) underlines that “for a mo-
netary union to be an ‘umbrella’ for every country, the existence of an effective
solidarity between all the countries is necessary, even if internal sanctions might
have be activated towards states, which have voluntarily allowed macro-econo-
mic imbalances” (Mendes 2012:13, original in French).

The recommended solution of the crisis in the Franc zone in 1994 is an example
of solidarity sui geniris in that sense that countries were not affected in the same
way, but decided, in solidarity, to support the 50% devaluation of the CFA Franc.

In the Euro zone, the failure of a solidarity policy between other member states
and the delay in its expression have led to the mistrust of financial markets and
thus, fuelled speculation and contagion on to other countries of Southern Euro-
pe. This crisis shows the importance of strong political leadership as one of the
necessary conditions for the stability of a single currency, because, in history,
the currency and the sovereignty have always been together (Messiha 2011).

However, for this solidarity to be efficient there has to be a centralized coordi-
nation of macro-economic policies, a coordinated management for the use of
centralised exchange reserves. It also requires a certain extent of political integ-
ration between the member states, because in its absence, it is hard to maintain
solidarity between member countries in the long-run (Mendes, 2012:13).

Conclusion

The search of macro-economic stability has led Guinea-Bissau to abandon its
national currency to join other West African countries within WAEMU. Although
the result is ambivalent, it turns out that the consequences of military-political
instabilities which followed this accession could have been more severe in eco-
nomic and social terms. In fact, regarding the consequences of post-accession
to WAEMU, which turned out in mastering inflation, a broader opening to inter-
national trade and a consolidation of the financial system, the accession has
contributed to mitigate the unfavourable effects of the socio-political climate on
economic activities since the military-political conflict of 1998/1999. Guinea-
Bissau, even though a Portuguese-speaking country, felt the need to integrate
with this Union because it shares physical boundaries with the other countries
of the union.
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The impact of the integration of Guinea-Bissau within WAEMU is not restricted
to the macro-economic convergence in the region, but also to the socio-cultural
convergence.

The Euro zone could take into account certain aspects regarding WAEMU, es-
pecially the standardization of legislation and banking supervision as well as
the expression of solidarity. However, for a further deepening of the integration
process within WAEMU, these countries continue to be inspired by the Euro-
pean experience.
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Appendix

Appendix 1: Total estimated population living in an ECOWAS member country
in 2010 (%)
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Appendix 2: Average GDP in current US $ for the period 1986 - 2010
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Appendix 3: GDP per capita (current US $)
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Appendix:
Institutional Structure of EU, UEMOA and ECOWAS Compared

ECOWAS

The ECOWAS Investment and Development Bank (EBID) has become
the financing institution for the New Partnership for Africa‘’s Development
(NEPAD) programme in West Africa following the appointment of ECO-
WAS as the implementing agency of the Plan of action in the Sub-Region.

For further information about ECOWAS, see <http://www.sec.ecowas.int/site-
cedeao/english/institutions.htm> and Treaty on <http://www.iss.co.za/AF/Re-
gOrg/unity_to_union/pdfs/ecowas/3ECOWASTreaty.pdf>

WAEMU

As part of its regional integration process, WAEMU has set the following ob-
jectives: i) strengthening the competitiveness of financial and economic activi-
ties of the states, ii) the convergence of performance and economic policies
of states by the establishment of a multilateral surveillance mechanism, iii)
the creation of a common market based on the free movement of persons,
goods, services, capital and the right of settlement, as well as on a common
external tariff and a common trade policy, iv) coordination of national sector
policies in order to implement joint actions and possibly common policies in the
key areas of economic activity, v) the harmonization of legislation of member
states to the extent necessary for the proper functioning of the common market.

For further information about WAEMU, see <http://www.uemoa.int/organes/or-
ganisation.htm> and <http://www.uemoa.int/organes/consultatif.htm>
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References Appendix — Composition of African Regions

AMU (Arab Maghreb Union)
Algeria

Libya

Mauritania

Morocco

Tunisia

Central Africa
Cameroon

Central African Republic
Chad

Congo, Republic of
Equatorial Guinea
Gabon

Sao Tomé and Principe

EAC (East African Community)
Burundi

Kenya

Rwanda

Tanzania

Uganda

North East Africa
Djibouti

Egypt

Ethiopia

Somalia

Sudan, the

184

ECOWAS (Economic Community of
West African States)

Benin

Burkina Faso

Cape Verde

Céte d‘lvoire/lvory Coast, the
Gambia, The

Ghana

Guinea

Guinea-Bissau

Liberia

Mali

Niger

Nigeria

Senegal

Sierra Leone

Togo

Southern Africa
Angola

Comoros
Congo, Democratic Republic of
Madagascar
Malawi

Mauritius
Mozambique
SACU
Seychelles, the
Zambia
Zimbabwe



Appendix Figure: Kernel Densities of Gravity Residuals for Earlier Years

Appendix - Volker Nitsch

Residuals by groups of country pairs
1950 1960
3 2 4 0 1 2
3 2 a4 0 1 2 2 0 1
solid line: EMU; dashed line: Non-EMU
Appendix Table: Analysis of Gravity Residuals
Averages 1950 1960 1970 1980
EMU 0.008 0.068 0.085 0.058
Non-EMU -0.005 -0.048 -0.058 -0.040
t-test (p-value) 0.88 0.13 0.04* 0.11
Kolmogorov-Smirnov 0.40 0.24 0.02* 0.02*

(p-value)

Note: Residuals from a gravity model (as tabulated in Table 2; without an EMU dummy) are used. t-test denotes the absolute value

of a t-test for the null hypothesis of equal means of residuals between EMU and Non-EMU countries. Kolmogorov-Smirnov deno-
tes the probability for the Kolmogorov-Smirnov test for the null hypothesis of equality of distributions between EMU and Non-EMU

countries.. * denotes significance at the 5% level.
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